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The  Treasurj^  Department  today  made  public  a  study  entitled  "The  . 
Ta:^ation  of  Farmers^  Cooperati'TB  Associations",  prepared  by  its  Division 
of  Tax  Research  as  one  of  a  series  in  coxirection  vdth  the  Treasury^ S' vforlj; 
on  postwar  tax  revisiono     The  study  analyzes  tne  present  ta::  treatment  of 
fana  cooperatives  and  the  chief  suggestions  that  hc,ve  been  riade  for 
changes  in  tiiis  treatment  o     It  makes  no  policy  recommer^ationso 

TiHiile  farm  cooperatives  are  only  one  of  numerous  cooperative  groups, 
the  study  obser\''es  that  they  are  tiie  most  important  group  and  that  the 
issues  and  probleiiiS  relating  to  their  taxation  are  fundamentally  the  same 
as  for  the  others o 

Through  statutory  exemption  more  than  half  of  the  farm  cooperatives 
are  completely  exempt  from-  the  income  tax,   and  the  exclusion  of  "patronage 
dividends"  from  taxable  income  results  in  the  remaining  farm  cooperatives 
being  taxed  on  only  a  small  part  of  the  net  proceeds  of  their  operations©   . 
These  fpctc  have  given  rise  to  charges  that  the  farm  cooperative  associa- 
tions enjoy  unjustifiable  tax  advantages  over  their  competitors o 

Most  of  the  carni.ngs  of  the  farm  cooperatives;   hov/cvcr,  including 
cooperatives  which  are  tax  exempt  tr^'  statute^  are  taxable  to  patrons  and 
members  as  individuals o     Recipients  of  limited  dividends  on  the  capital 
stock  of  cooperatives  must  acco'jait  f or  t  he  dividends  as  indiiddual 
income o     Patronage  dividends  paid  or  credited  to  patrors  conrstitute  an 


increase  in  farm  receipts  or  a  decrease  in 
the  tameable  income  of  individual  farmers o 


.3,   and 


ihus  figure  in 


Out  of  this  situation  aiisos  the   basic  question  i-iicthcr-  cooperatives 
as  such  should  be  tnxed  in  a  ms.nner  more  r.caily  comparable  .with  the 
taxation  of  ordinary'-  corporations y   or  i;hether  occnoric  income  earned  by 
the  cooperatives  should  be  taxed  marmly  or  excliotivcly  at  the  indi\adual 
level,   as  in  the  case  of  urdncorporated  busines.^cso 

A  principal  difi'erGnce  between  the  farm  cocpcrativc  and  the  ordinary 
business   corporation  lies  in  the  fact  that  net  proceeds  of  the  cooperative, 
after  provision" for  liinited  dividends  on  stock  and  for  necessary'-  reserves, 
arc  returnable,  not  to  stockholders  in  proportion  to  stock  o;.nod,   but  to 
members  of  the  cooperative  in  proportion  to  the  use  made  of  the 
cooperative's  services  by  each©     The  amounts  so  returned  to  patrons  are 
called  patronage  dividends© 

Pull  statutory  exemption  of  more  than  half  the  farm  cooperr.tives 
dates  back  to  lav;s  of  1916  and  1921.,     Eligibility  for  full  exemption  is 
limited  to  cooperatives  which  ore  uncver  obligation  to   rcturn  all  net 
proceeds  to  patrons  vithnv.t  din  crimination  between  members  and  non  nitunbcrso 
There  are  certain  other  rv.'qu.lremciitSo 
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There  is  no  express  statubciy  provision  for  excluding  the  amounts  of 
patronage  dividends  from  the  taxable  income  of  cooperatives,  but  this 
exclusion  has  long  been  allowed  under  Treasurer  rulings  and  court  decisions© 

If  the  exemption  statutes  v;ere  repealed,  cooperatives  nov;  exempt  from 
all  income  taxes  T/ould  become  subject  to  tax  on  income  used  to  pay  di^/idends 
on  capital  stock,   on  amounts  retained  in  certain  reser/cs,   and  on  their 
non-operating  income «     Amounts  thus  subjected  to  tax  v^ould  be   relatively 
small,   hov;ever,   so  long  as  patronage  di-'/idcnds  remained  cxcludabloo     More- 
over, exemption  repeal  would  mean  that  the  cooperatives  would  no  longer  be 
subject  to  present  lir:d.tations  on  their  dealings  ivith  non- farmers  and  so 
Tjould  be  free  to  extend  their  activities  in  urban  arcaso 

Benefits  to  the  cooperatives  from,  exclusion  of  patronage  dividv:.nds 
from,  taxable  income  depend  on  the  nature  of  these  p^m.ents«,     Detc^rmiiiing 
the  nature  of  the  pa^.^rrents  is  difficult  or  impossible,  and  honca  appraising 
the  benefits  of  exclusion  is  hardo     Insofar  as  the  dividends  represent  the 
OTmer-patron's  share  in  the  cooperative's  econo:"ic  income,   the  cooperative 
escapes  the  so~called  double  taxation  i.mposed  on  the  distributed  income  of 
ordinary  corporations  o     But  when  the  pa^Tients  represent  a  return  of 
capital,   or  price  adjustments,  no  special  tax  advantage  accriacso 

In  connection  with  the  charge  that  tax  privileges  of  farm  cooperatives 
have  given  them  an  advantage   over  competitors,  the  Treasurj^  study  states 
that  the  dollar  volume  of  business  done  ty  the  cooperatives  has  increased 
r.ore  than  ti/o  and  a  half  tires  since  1939.     However,  it  appears  that  the 
business  of  the  cooperatives  has  not  increased  faster  than  that  of  other 
types  of  firr^  doing  business  with  f.:;rmerso     There  has  been  an  increase  in 
manufacturing  by  the  cooperatives,    but  such  m.anufacturing  is  of  little 
significance,  in  the  aggregate o 

As  changes  vMch  have  been  su.ggested  in  the  tpx  treatment  of  farm' 
cooperatives,  the  study  lists:      (1)  Repeal  of  the  exemption;    (2)  inclusion 
of  all  patronage  dividend  amounts  in  the  taxable  inccne;    (3)   inclusion  of 
patronage  dividends  paid  in  non-cash  form,  -i:hile  continuing  the  exclusion 
of  cash  dividends;    {j+)  imposition  of  a  gross  receipts  tax  or  a  tax  on 
invested  capital,  in  lieu  of  income  taxo 

The  study  discusses  all  of  these  suggestions  and  presents  data  bearing 
on  them© 

So  long  as  patronage  dividends  continue  to  be  excluded  from  the  taxable 
income  of  cooperatives,  loss  of  full  exem.ption  7;ould  impose  relatively 
little  tax  on  cooperatives  now  exer.pto 

For  a  variety  of  reasons  the  economic  income  produced  by  cooperatives 
cannot  be  accurately  measured  by  the  amount  of  patronage  dividends  distributed, 
and  the  appropriateness  of  using  these  dividends  as  a  base  for  assessment  of 
income  tax  on  the  cooperatives  has  been  questionedv 
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The  success  of  a  cooperstive  is  not  measured  in  terms  of  its  own 
income,  or  of  the  size  of  its  patronage  dividends*     Inclusion  of  these 
dividends  in  the  taxable  income  of  the  cooperatives  might  merely 
induce  more  of  them  to  set  their  prices  so  as  to  minimize  the  amount  of 
patronage  dividends. 

If  non-cash  patronage  dividends  were  included  in  the  taxable  income 
of  cooperatives,  while  cash  patronage  dividends  continued  to  be  excluded, 
it  appears  that  most  cooperatives  would  still  be  able  to  build  up 
substantial  amounts  of  capital  out  of  earnings  not  taxed  to  them,   by 
levying  assessments  against  members  and  by  similar  devices* 

The  idea  of  a  tax  on  gross  receipts  or  sales  of  farm,  cooperatives, 
or  on  invested  capital,   as  an  alternative  to  the  income  tax  method  meets 
the  obstacle  that  it  would  be  very  difiicult  if  not  impossible  to  devise 
rates  which  would  be  equivalent  to  the  income  taxation  of  ordinary 
corporations. 

One  of  the  statistical  tables  in  the  study  places  the  nuiflber  of 
farmers'  marketing  and  purchasing  cooperative  associations  in  the  United 
States  at  10,150  as  of  the  1944-45  marketing 'season.     They  had  an 
estimated  m.embership  of  4, 50^>,000  and  an  estimated  business  of 
^5,645,000,000. 

About  94  percent  of  these  cooperatives  are  local  associations 
operating  in  a  relatively  small  area.     A  substantial  proportion  of  the 
total  volume  of  markoti.ng  and  purchasing  done  by  f£;rm  coopei-atives  is, 
however,   accounted  for  by  large-scale  centralized  or  federalized  associa- 
tions doing  business  over  larger  areas. 
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IHE "  TAXATION  OF  FABl^SHS^    COOPSiiATIVB  ASSOClAl'IONS 


Division  of  Tax  Research,   TroaS">iry  Dcpartnent 

October  19^7 


The  Taxation  of  Parncrs'  Cooperative  Associations 


.  .%■■ 


The  controversial  question  of  the  taxation  of  farmers'    cooperative 
asS'ociations  is  only  one  aspect  of  the  'broad.er  prohlen  of  taxation  of 
various  forns  of  "business  enterprise.     Hie  basic  iss^ae  is  whether  the 
-coopeFative-a^aociations-Q/s  -au-oh -ahould  pay  such- t<njces  aswoulA-make     • 
their  troatncnt  nore  nearly  co'iparable  with  that  of  ordinary  corporations 
or  whether  econoRi-c-incoBO- -earned -"by  the -coo-jeratives- should  "56  taxed-     » 
mainly  or  exclusively  at  the  indivic^xLal  level,  as  is  the  case  with 
unincorporated  "businesses©    '•    '  •     •  "        "    .      ' 


Farmers'  marketing  and  purchasini;  associations  are  only  one  of 
a  nuiabor-of -gpoups -of -co3-i3GPative  a.ssociations  that  share  their  '  - 

benefits  primarily  among  patrons  on  the  basis  of  use  made  of  the  organi- . 
zation -rather -than  •pxiong  inves'tors  on  the  basis  of  capital  supplied* 
The  farm  cooperatives,  however,   are  the  most  important  of  these  groups, 
and  the -issues -and  .problems  relating  to  their  taxa.tion  arc  fundau'entally 
the   same  as  for  the  other  cooperative So 

This  report  analyzes  the  present  tax  treatment  of  fc-^rn  cooperatives 
and  the  xhief  .sut;{^stions  that  have  been  made  for  revision.-     The  report 
mrJ5:es  no  policy  recommendations,  but  it  presents  considerations  relevant 
to  an  appraisal  of  "the  various  methods  of  taxations 


The  study  was  prepared  in  the  Business  Tax  Section  of  the  Division 
of  Trjc  Jlesearch»  -  .In  .juts  preparation  Vc'iluable  assistance  and  sucgostions 
were  received  from  othor  members  of  the  Treasury  tax  staff,  including 
consultation  with  .mcnbars  -of  the.  Office  of  Tax  Legislative   Counsel  on 
legal  jnatters  jr.nC.  .of  -the  .Bivreau  of  Internal  Be  venue  on  aclministrative 
natters*. ........    .  .   •  .  . 

..  Ln  the  pr.e]mr^tion  -of -this  stud^.',  extensive  use  was  made  of  basic 
data  and  .technical  information  made  available  by  the   Cooperative  Research 
and  Service  Division  o-f  the- -Farm  Crodi-t -Administi^at  ion,  Department  of 
Agriculture..     The  report,  however,  is  not  to  be  construed  as  necessarily 
reflecting  -in  ej>y  waj'  tlie  v-iev;s  of  the  Farm  Credit  Adr.iinistration. 

,........■    .        » .  .- » 

■  This  .s-ubjeot  diae  beon  under  consideration  by  a  committee  -composed 
of  the  technical  tax  staffs  of  the  Treasury  Department  and  the  Joint 
Gomni.ttea  on  -Intornal  Revenue  -Taxatione  An  earlier  draft  of  this  study 
was  made  av-ailc-ble-  to-  tiie  <5ommittec-,-  and  the  study  has  benefited  at 
various  po-ints- -by- 4>he  committee' s  discu.ssionse  The  material  contained 
herein,  however,  is  not  to  be  considered  as  necessarily  representing  in 
any  way  the  views  of  the  staff  of  the  Joint  Commit  tee  on  Internal  Revenue 
Taxatioiir- .-'--'-  •«••  -^  -•    ■  "       ■■-••.■- 
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The  Taxation  of  Farmers'    Cooperative  Associations 
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^»     Intro  d-iction 

Farmers;   cooperative  associations/ it  has  teen  charsed    a-re 
now  enlovins  Tmjnistifia-bie  tr.x  advantages  over  their  coap^t.tors, 
norf  enjoying  -uuj. 1=1.  sn^-nne  tax  oald  bv  these  cooperatives, 

Ihe  relatively  snail  aaonnt  of  mcone  ta^  ^°;  -^  \  >,t^  +«  n;     the 
,;hich  is  the  basis  of  this  con^laint,  is  attrihntable  to   (V;     the 
statutory  exenption  froo  incor.e   tax  of  certain  of  ^^^  -^-=-*^°"^ 
and   (2)   the  exclnslon  from  their  ta::able  Income,  'f^^^f~4_ 
r^aings  and  conrt  decisions,  of  patronage  dividends  paid  ^l'  o^f 
coopcrltt^es.     As  a  res.lt  of  the  exenption,  -^^.^^^^  "-"^^^l^f 
farm  cooneratives  are  completely  e xcnpt  from  tae  income  ta..     As  a 
rS-^lt  of  the  exclusion  of  patronage  dividends     the  ronainxne  farm 
cooperatives  are  snhjoot  to  tax  on  only  a  snp.ll  part  of  tn^  not 
proceeds  of  their  operations, 

Altho-gh  farm  cooperative  associations  themselves  pay 
relatively  little  income  tax",  most  of  the  ^'>'^  .'t^^^J^'^^,,,,, 
troc-exempt   cooperatives,    shoald  affect  the  tax  liaoilities  of  p..trons 
and  memhers.     The  limited  dividends  on  capital  stock  o.coop.ra.i.es 
are  taxrhle   income   to   rocipients„     Patronf<^;o   dividends  paid  or 
credited  to  patrons  constitT^te  an  increase  in  f'-'-^^.f  °"'?*^  ""^."^^^^^ 
decrease  in  ?arm  costs  a^d  th„.s  sho^xld  enter  inio   the   l^^lcJ^^l. 
of  individ-nal  farmers.     The  tax  treatment  of  exempt  farm  cooperatives 
is   t^erifore  in  principle   similar   to  the  treatment  of  partnerships 
^d  proprietorships,  which  pay  no  tax  as   s^rch  hnt  whose  participants 
Se  ?axed  on  the   income  they  derive  from  the  .business.     The  exception 
to   this  axr.loay  is  the  treatment  of  certain  reserves   set  „p  ov.t  of 
ermines  by  e«mpt  cooperr,tives,  which  rxe   ^-..bject  to    t.^  to  neither 
the  astociation  nor  its  nenbors.     In  the  case  of   ta::aole   cooperatives 
income  „sed  to  pay  dividends  on  capitrJ.  stock  m^d  as  reserves  is  ta.xed 
to  the  association  under  the  corporation  income  tax. 

In  the"prcsent  controversy  over  the  taxation  of  farm  cooperatives, 
the  basic  qvCstiSns  at  iss-,e  are  whether  the  income  earned  oy  the 
cooperatives   shonldbo   taxed  more  heavily  to  the  associations  as 
distingiiished  from  their  members  and,  if  so,  how  this  can  best  be 
accompli  shed« 

The  purpose  of  this  report  is  to   discnss  the   considerations 
relevant  to  rii  appraisal  of  the  present  and  alternr.tive  netnods  of 
taxing  farn  co operative Se 
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II,  PunjOSc_B_structT:ro,  and  iifiportaiico  of 
frTincr s '  coopcrr.tivc  associn.tions 

Cooperative  associations  todpy  engage  in  a  wide  variety  of 
business  activities,  the  primary  purpose  of  which  is  to  increase  the 
inconie  which  their  farmer  aeahers  derive  from  farmings   The  principal 
difference  -betucon  the  farm  coopcrp.tivc  and  the  ordinary  business 
corporption  lies  in  the  fact  that  all  net  proceeds  remaining  after 
provision  for  limited  dividends  on  stock  md  for  necessrjy  reserves 
pxc  returnVole,  not  to  stockholders  in  proportion  to  stock  ovmed, 
but  to  the  members  of  the  cooDorativc  in  proportion  to  the  use  mr.de 
of  the  association  by  each.  The  amounts  so  returned  to  patrons  arc 
us^ir.ily  c.-J.led  "patronage  dividends"  or  "patronage  refunds". 

At  the  present  time,  there  are  about  10,150  farmers' marketing 
and  purchr.sing  associations  active  in  the  UniTicd  StatcSc  Per  the 
m-rketing  sorson  19^4-45,  they  reported  an  aggregate  vol^Jmo  of 
business  of  $5.6^5  million.  About  9^  percent  of  these  cooperatives 
rxo   local  associations  v/hosc  operations  arc  confined  to  a  relatively 
small  rrea.  A  substantial  proportion  of  the  total  volone  of  mr^xket- 
ing  nr.d  ijurchr.sine;  done  by  farm  cooperatives  is,  however,  accounted 
for  Vr   l?arge-scrlc  centralized  or  federated  cooperative  associations 
which  c-^cratc  over  laiger  areas.  Some  of  these  large-scale  cooperatives 
also  engage  in  the  processing  of  farm  products  and  in  the  manufacturing 
of  farm  supplies,  bat  the  non^trading  activities  of  farm  cooperatives 
are  economically  significant  only  in  a  very  fov;  lines. 

The  individ-iaJ  farmer  shr.res  in  the  benefits  of  the  cooperative 
mairJ^^  as  n  patron,  but,  as  a  supplier  of  crpital,  ho  receives  a 
limited  return  on  his  eajiity  in  the  association.  As  a  patron,  the 
farmer'«s  share  in  the  success  of  the  cooperative  trJces  the  form  of 
patronage  dividends  or  higher  prices  for  the  products  he  sells  or 
lov/er  prices  for  the  products  he  buys. 

The  extent  of  use  of  patronage  dividends  as  disting^Jiished  from 
direct  orice  adjustments  varies  widely  rjnong  cooperatives,  Some 
associations  attempt  to  pry  patronage  dividends  x-cflccting  their 
acturZ  trading  margins,  but  others  do  not  use  patronage  dividends^ 
at  all  or  pay  aji.ounts  that  mry  either  overstate  or  understate  their 
trading  margins.  Prom  a  statistical  study  nr.do  in  1936,  it  appears 
tha.t  out  of  the  10^752  frrm  marketing  and  purchcasmg  associations 
active  at  that  time,  only  32  percent  of  the  former  rjid  5^  percent  of 
the  latter  reported  pryment  of  patron.age  dividends. 

Ppxm  cooperatives  do  not  distribute  all  of  their  patronage 
dividends  in  cash  form.  They  often  retain  a  paxt  of  their  net  proceeds 
for  use  as  working  or  fixed  capital  ajid  distribute  patronage  dividends 
in  the  form  of  stock,  certificates  of  equity,  certificates  of  indebted- 
ness, or  book  credits.  Furthermore,  to  a  limited  extent,  cooperatives 
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may  secure  capital  fun'^s  by  setting  tip  certain  reserves  out   of   earnings 

before  computing  the  amount   to  be  returned'  to, patrons,  Fin-illy, 

capitril  may  be  secured  by  direct  assessments   on  meiribers  levied   in 
proportion  to  the  use  rac?de  of  the  association. 

Ill*     Present   tax  treatment  of  farm 

cooiDerativos   'inder  the  Federal   income  tax 

A,     Backjgiround  of  the  present   treatment 

The  present  tax  treatment   of  farm  cooper.^tive?  has  been  in 
effect   since  the  early  years  of  the  Pederal   income  tav,     Ex^oress 
statutory  exerrotion  from  income  ta:c  was  granted,    under    certain 
conditions,    to   market inf  associations    in  191^  and    to  T)urchasin<^ 
associations   in  1<^?1.     Although  there  is  no    express   statn.tory 
provision  for  the  exclusion  of  patronage  dividends  from  the  income 
of  the  cooperatives,    the  Treasury/  an<^.  the  courts  hrve  intrrpreted 
the  lav7  as  permittin,pr  cooperatives  to   exclude   (or  deduct)   from 
their  taxable  income  Datronai'r^e  dividends  or  refunds  paid  in  accordance  • 
with  a^contractiial  or  other  defirite  obli/ration. 


B. 


Tax   exem^otion 


15li,e;ibility  for  incone-tax   exemption  has  alvays  boon  lir^itcd 
to   associations   luider  obligetion  to  return  all  net   ":>roceeds   to 
patrons  without   c.iscrimination  between  members  and  non-^'emcnrs.      In' 
the  case  of  exempt  markctinr  coop^rati-^'-GS,   all  of  the  businpps  must 
arise  from  producers,   and  in  the  case  of  r-er.pt  purchasin^'^  associa- 
tions,  not  more  than  IR  percent  of  total  business  may  .be  done  for 
those  who   are.  neither  'orc'-^ucors  nor  members,      lEkempt   coopcrati-es 
must   also   limit   their  dividends   on  capital    stock.      They  are  not 
■nrevented^from   enga^jiing  in  manufacturing  or  •^^rocessin^'^  where-  such 
activities  are  necessary  to   the   efficient   discharge   of  their  b-'^sic 
functions. 

Although  the  tax  advantages  attributable  to   the   exemotion  as   such- 
are  relatively  small,    exempt   cooperatives  v/ould  lose  certain  '"-ncfits 
if  the  exem.ption  were  repealed  but  the   exclusion  of   -oatronage  dividends 
continued.     Associationsnow  exempt   from  all   income  taxes  would  become 
subject   to  tax  on  income  used  to  pay  dividends  on  capital   stock,  on 
amounts   retained  in  certain  reserves,   snd   on  their  .non-operating  incomo„ 
On  the  other  hand,   these  cooperatives  would  no, longer  be  s^ib-'ect  to  the 
present   limitations  on  their  dealings  vrith  non-farmers  and   so  '-'oiO-d  be 
free  to    extend  their  activities   in  urban  areas. 
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C.  Patronr-gc-dividcnd  cxcli-.-^ion 

Excl-Tsion  of  patronage  dividends  or  refunds  fron  taxaljlo  inconc 
is  not  linited  to  cooperatives.  In  the  case  of  both  cooperatives  and 
ordinc^.ry  corporations",  patronage  dividends  or  price  rebates  are^ 
excliTdable  if  paid  in  accordance  with  a  contract-'ial  obligafcion  in 
effect  at  the  tine  of  the  transactiono  There  is,  of  co^i.rse,  this  basic 
difference:  nenber-patrons  receiving  refunds  fron  cooperatives,  unlike 
patrons  of  ordinary  brisinesses,  are  also  the  ov/ners  of  the  enterprise. 
If,  hov/ever,  nenbers  of  the  cooperative  alone  are  eligible  to  receive 
patronage  dividends,  dividends  representing  profits  fron  trrjisactions 
with  non-nenbers  are  not  excludable,  For  purposes  of  the  exclusion, 
non-cash  fori.is  of  payment  are  regarded  as  the  equivalent  of  cash 
distrib-'Ttionso 

The  benefits  that  frxn  cooperatives  derive  fi'on  the  exclusion 
of  patronage  dividends  fron  their  taxr.blc  incones  depend  on  the 
nature  of  these  pa^T:ents,  To  the  e  xtent  that  patron-ge  dividends 
represent  the  ov/ner-patron' s  share  in  the  association's  net  operating 
oargin,  the  exclusion  gives  cooperatives  the  advantages  of  the 
partnership  treatment  by  freeing  then  of  the  so-called  double  taxation 
imposed  on  the  distributed  income  of  ordinary  corporations.  To  the 
extent,  hov/evcr,  that  patronage  dividends  roprcsont  non-inconc  elements — 
itens  analogous  to  selling  expenses  of  ordinrxy  b^isinesses  or  evidences 
of  capital  contributions  of  patrons — their  exclusion  fron  taxable  income 
of  the  cooperatives  confers  no  special  tax  advoJitage^   Since  it  is 
diffiC'Tlt  or  impossible  to  separate  patronage  dividends  into  their 
components,  it  is  extremely  hard  to  appraise  the  benefits  of  the 
exclusion, 

D.  Effect  of  present  tax  treatment  on 
competitive  position  of  farm  cooperatives  . 

It  has  been  charged  that  the  complete  or  virtiral  tax  imi-^iinity  of 
farm  coopcrp.tives  from  income  tax  has  given  these  associ-^tions  an 
advrjitage  over  their  competitors.  It  is  true  that  the  dollar  volume 
of  business  done  by  farm  cooperatives  has  increased  more  than  two  and 
one-half  times  since  1939,  but  the  increases  in  cooperative  narketing 
and  pirchasing  are  no  greater  in  the"  aggrogato  than  th6  increases  in  ■' 
total  cash  receipts  fron  farm  marketing  and  purchasing.  Tiiere  is  116 
evidence  that  the  associations  as  a  \diole  have  enlrxged  their  relative 
sh.arc  of  the  total  market  in  recent 'years.  There  has  been  an  increase 
in  nan-ifacturing  by  cooperatives,  bit  in  the  aggregate  this  type  of 
activity  is  of  little  significance » 

IV,  Considerations  relating  to  proposed  changes  in 
the  present  tax  treatment  of  frjm  cooperatives 

A«  Changes  proposed  in  the  present  treatment 

Among  the  sii^gestions  that  have  been  made  for  revising  the  present 
tax  treatment  of  farm  cooperatives  are:   (l)  repeal  of  the  exemption; 
(2)  inclusion  of  all  patronage  dividends  in  the  taxr.ble  income  of  farm 


cooperatives;  (3)  inclusion  of  patronage  dividends  paid  in  non-cash 
form  in  the  taxable  income  of  farm  cooperatives,  while  contimiing  the 
exclusion  of  cash  patronage  dividends;  and  (U)  imposition  of  a  gross- 
receipts  tax  or  a  tax  on  invested  capital,  in  lieu  of  inconc  tax  on 
farn  cooperatives, 

5.  Repeal  of  the  exemption 

The  exemption  of  eligible  farm  cooperatives  from  income  tax  has 
been  defended  on  the  grounds  that  these  associations  (1)  operate  in 
the  public  interest,  (2)  are  not  themselves  profit-mlcing  institutions, 
and  (3)  ara  more  nerxly  analogous  to  partnerships  tha,n  to  ordinary 
corporn.tions.   Those  v/ho  urge  repeal  of  the  exemption  argue  that  the 
cooperatives  closely  resemble  ordinary  corporations  in  cconcnic  functions, 
organization,  and  operations,  and  hence  should.be  taxed  like  ordinary 
corporations. 

In  appraising  the  arguments  for  rnd  against  the  e::omption,  it 
may  be  recognized  tliat  there  is  always  a  presumption  against  any  tax 
exemption.  This  presumption  can  be  overcome  only  by  a  convincing 
demonstration  that  the  exemption  is  in  the  public  interest. 

So  long  as  pa.trona.ge  dividends  continue  to  be  excluded  fron  the 
gross  income  of  cooperatives*  loss  of  the  exemption  v/ould  impose 
relatively  little  tax  on  cooperatives  now  exempt. 

Short  of  full  repeal,  it  has  been  suggested  that  the  exemption 
should  be  confined  to  sma,ll  loc-^l  cooperatives.  This,  hcv-rver,  v/ould 
raise  a  difficult  problem  of  fairly  determining  eligibility  for  the 
execiption.  It  has  been  suggested  that,  if  the  exemption  is  retained, 
certain  njibiguitios  in  the  present  lavx,  such  as  those  relating  to  the 
treatment  of  income  from  manufacturing  operations  or  from  by-products, 
should  be  cleared  up, 

C#  Ec quire  the  inclusion  of  a.ll  patronage 
dividends  in  the  income  of  cooperatives 

The  'oxclusiott  of  patronage  dividends  from  the  gross  income  of 
cooperatives  has  been  defended  on  the  grounds  that  (l)  patronage 
dividends  are  price  rebates  and  as  such  are  not  income  of  the  associa- 
tion within  the  meaning  of  the  Sixteenth  Amendment,  (2)  the  coopera- 
tives are  acting  merely  as  vagents  of  patrons  and  have  no  interest  in 
the  net  proceeds  of  their  operations,  and  (3)  even  if  patronage 
dividends  could  be  constitutionally  taxed  to  the  cooperatives,  they 
should  not  be  so  tajced  because  it  is  impossible  to  determine  to  what 
extent  they  represent  distributions  of  income  aJid  to  wliat  extent  they 
do  not.  Those  who  favor  the  inclusion  of  patronage  dividends  in  the 
gross  income  of  cooperatives  deny  each  of  these  -cJbntontions, 
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C.     Pr. t ro nr-gc-di V i do nd  c xcliT-gio n 

ExcLision  of  patronage  dividends  or  refunds  fron  tax?--blc  inconc 
is  not  linited  to   cooperatives.     In  the  case  of  both  cooperatives  and 
ordinary  corporations,  patronage  dividends  or  price  rebates  are 
excludable   if  paid  in  accordance  with  a  contract^ial  oblicabion  in         ^ 
effect  rt  the  tir.e   of  the    transactione     There   is,  of  co.irse,    this  basic 
difference:     nenber-patrons  receiving  refnnds  fron  cooperatives,  nnli>c 
prtrons  of  ordinary  b^^sinesses,   are  also  the  owners  of  the  enterprise. 
If,,  however,  nenbers  of  the   cooperative  alone  are  eligible  to  receive 
patronage  dividends,  dividends  representing  profits  fron  transactions 
with  non-nenbers  axe  not  excludable.     For  purposes  of  the  oxclirsion, 
non-cash  forns  of  payment  are  regarded  as   the   equivalent  of  cash 
distrib"tionso 

The  benefits  that  faxn  cooperatives  derive   fron  the  exclusion 
of  patronage  dividends  fron  their  taxr.blc   inconc s  depend  on  txie 
nat^^re  of  these  pai^T.entSo     To   the  extent  that  patron-c^  dividends 
represent  the  owner-patron's   share   in  the   association's  net  operating 
nargin,   the   exclusion  gives  cooperatives  the   advantages  of  the 
partnership  treatment  by  freeing  then  of  the   so-called  Aoublc^taxr.tion 
inposed  on  the  distribr^ted  incone  of  ordinary  corporations*,     To  the 
extent,  however,   that  patronage  dividends  represent  non-inconc  elenents— 
itens  analogo^.s  to   selling  expenses  of  ordinary  b^isinesses  or  evidences 
of  capital  contributions  of  patrons— their  oxcl-sion  fron  taxa.ble  inconc 
of  the"  cooperatives  confers  no   special  tax  advar.tage*      Since  it  is 
difficult  or  inpossiblc  to   separate  patronage   dividends  into  their 
coioponcnts,    it  is  extrcnely  hard  to   appraise  the  benefits  of  the 
exclusion* 

D.     Effect  of  present  tax  treatnent   on 

conpetitivc  position  of  farn  cooperatives 

It  has  been  cha.rged  that  the   conplete  or  virt^val  ta^x:  innmity  of 
farn  cooperatives  fron  incone   tax  has  given  these  associations  an 
advajitage  over  their  conpetitors.      It  is  tr^re   that  the  dollar  volnne 
of  b.isiness  done  by  farn  cooperatives  has  increased  nore   tnrn  two  and 
one-half  tines   since  I939,   but  the   increases  in  cooperative  narketing 
and  pirchasing  pxo  no  greater  in  the"  aggregate  than  th6  increases  in  •-  . 
total  cash  receipts  fron  farn  narke ting  and  purchasing «     Tnere  is  no 
evidence  that  the   associations  as  a  ^ole  have  enlarged  their  relative 
share  of  the  total  narket  in  recent  years.     There  lia.s  been  an  increase 
in  nan-ifacturing  by  cooperatives,   b^^t  in  the  aggregate  this   type  of 
activity  is  of  little   significance 9 

IV,     Considerations  relating  to  proposed  cha.nges  in 
the  present   tajc  treatnent  of  farn  cooperatives 

A,     Changes  proposed  in  the  present  treatnent 

Anong  the   s^.i^gestions  that  have  been  nade  for  revising  the  present 
tax  treatnent  of  fa^n  cooperatives  are:      (l)   repeal  of  the   exenption; 
(2)    inclusion  of  all  patronage  dividends  in  the  taxa.ble  incone  of  farn 
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coopera.tivcs;  (3)  inclusion  of  patronage  dividends  paid  in  non-cash 
forn  in  the  taxable  incone  of  farn  cooperr^.tivcs,  while  continuing  the 
exclusion  of  cash  pa.tronagc  dividends;  and  (U)  inposition  of  a  gross- 
receipts  tn^   or  a  tax  on  invested  capital,  in  lieu  of  inconc  tax  on 
farn  cooperatives. 

B.  Repeal  of  the  exenption 

The  exenption  of  eligible  farn  coopera.tivcs  fron  inconc  tax  has 
been  defended  on  the  grounds  thr.t  these  associa.tions  (1)  opera.te  in 
the  public  interest,  (2)  are  not  thenselves  profit-mking  institutions, 
and  (3)  ar.;:  nore  nerrly  analogous  to  partnerships  tha,n  to  ordinary 
corpora-tions.   Those  v/ho  urge  repeal  of  the  exenption  argue  tha-t  the 
cooperatives  closely  rcsenble  ordinary  corpora.tions  in  cconcnic  functions, 
organization,  and  opcrr.ticns,  and  hence  should  be  taxed,  like  ordinary 
corporations. 

In  appraising  the  argunonts  for  and  against  the  cnenption,  it 
nay  be  recognized  tha.t  there  is  always  a  prosu^tion  against  ajiy  tax 
exenption.  This  presunption  can  be  ovcrcone  only  by  a  convincing 
denonstration  that  th^  exenption  is  in  the  public  interest. 

So  long  as  patronage  dividends  continue  to  be  excluded  fron  the 
gross  incone  of  coopera.tivesv  loss  of  the  exenption  v/ould  inpose 
rela,tively  little  tax  on  cooperatives  now  exen^jt. 

Short  of  f"ull  repeal,  it  has  been  suggested  that  the  exenption 
should  be  confined  to  snail  loc-^l  cooperatives.  This,  hov-fver,  v;ould 
raise  a  difficult  problem  of  fairly  deternining  eligibility  for  the 
exemption.  It  has  been  suggested  that,  if  the  exenption  is  retained, 
certain  ajnbigultios  in  the  present  lavx,  such  as  tliose  relating  to  the 
treatnent  of  income  fron  manufacturing  operations  or  fron  by-products, 
should  be  cleared  up, 

C.  Require  the  inclusion  of  all  patronage 
dividends  in  the  incone  of  cooperatives 

The 'oxcluaion  of  patronage  dividends  from  the  gross  incone  of 
cooperatives  has  been  defended  on  the  grounds  that  (l)  patronage 
dividends  are  price  rebates  and  as  such  cxe   not  incone  of  the  associa- 
tion within  the  neaning  of  the  Sixteenth  Amendment,  (2)  the  coopera- 
tives are  acting  nerely  as  agents  of  patrons  and  have  no  interest  in 
the  not  proceeds  of  their  operations,  and  (3)  even  if  patronage 
dividends  could  be  constitutionally  taxed  to  the  cooperatives,  they 
should  not  be  so  talced  because  it  is  impossible  to  determine  to  what 
extent  they  represent  distributions  of  incone  and  to  wlia.t  extent  thoy 
do  not.  Those  who  fjavor  the  inclusion  of  patronage  dividends  in  the 
gross  incone  of  cooperatives  deny  each  of  these  cfbntontions. 
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Co-n.rt  decisions  liavc  "been  cited  "by  those  who  take  positions  on 
either   side  of  the  6onStit-Tti,onr'JL  issr-c  r^  to  vAicther  p-tronace. . 
dividends  cnn  be  regrxded  as  a  part  of  the  incone  of  the  cooperatives. 
The  issiTC,  however,   is  not  likely  to  be  finally  decided  unless  Congress 
specifically  presents  it  to  the  courts  "by  discontinnins  the  excln.sion. 

A  s^ccessfnlly  operated  farm  cooperative  will  ordinrxily  produce 
sone  economic  inconc  over  a  period  of  years,  especially  if . it  nses 
ejny  sisnificant  anoint  of  capital  and  assumes  any  significant  decree 
of  risk.     It  does  not,  of-co-nrse,  necessarily  follow  that  this 
econonic  incone   sho^ild  "be  taxed  to  the  cpoperr.ti'/e,  as  distint^^ished 
fron  its  patrons  and  nen"bcrs.     There  are  nnnero-is  instances  where  the 
incomes  of  certain  types  of  "thisiness  organizations  are  not  taxed 
to  the  "b:-!.siness  entity  as  s^ich. 

The  econonic  incone  prodnced^'by  cooi>oratives,  r.oreovor,    cajinot 
"be  acciirately  neasvred  by' the  rjxnnt  of  patronage  dividends  dis^tri'b^ited. 
^iany  cooperatives  so  conduct   their  "b-'isiness  that  no  patronage  dividends 
are  needed  to.  retnrn  "benefits  to  patrons.     In  other  cases,   patronage    .. 
dividends  overstate  the  incone   canned  "by  cooperatives  beca^^se  they 
nerely  taJce  tho  place  of  special  services,    s.ich  as  free  delivery  and 
credit,  v;hich  wo-ild  r^ivo  rise  to  allowr^role  cost-ded^ictions  in  the-  case 
of  ordinary  b^isinesses.     In  still  other  cases,  mrketin^-  cooperatives 
deliberately  set  prices  paid  below  the  narket,  or  purchasing  cooperatives 
set  prices  ciiarged  above  the  narket,   in  order  to  acc^in^ilate   capital. 
In  these   cases,  patronage  dividends  ^xe  paid  in  nonr-casii  forn  as  evidence 
of  patrons'    capital  contribi-tions  and  do  not  represent  solely  the 
econonic  incone  prod-i.ced  by  the   cooperative.     Far   these  and  other   .^ 
reasons,   the  appropriateness  of  patronage  dividends  as  a  "■:)ase  for 
assessment  of  incoi.le  tax  on  cooperatives  has  been  questioned. 

Moreover,    the    success  of  the  cooperative  association  is  not 
neasiired  in  terns  of  its  ovm  incone,   or  of  the   size  of  its  patronage 
dividends.     Therefore,  the  inclvsion  of  patronage  dividends  in  the 
gross  inco-ie  of  the   cooperatives  night  nerely  induce  nore  of  the 
associations  to   set  their  prices  so  as  ta  nininize-  tlieir  patronage      ^ 
dividends.     Methods  of  preventing  this  have  "been- s^Vgges  tod,  bnt  itV 
does  not  appear  likely   that  they  conld  prod-ice   satisfactory  results. 

'  -       -  •  • 

D.     Continno  the  cxcJ-'ision  of  cash  p-tronagc  dividendsjbnt 

recv.ire  the  inclusion  of  non-cash  patronage  dividends  in  .    • 

-  the   incor'.e  of  cooperatives 

A  special  case  has  been  advanced  for  the  incl-^sion  of  non-cash 
patronage  dividends  in  the   incone  of  cooperatives,   while  continning 
the  cxcl^ision  of  cash  patronage  "dividends.     Those  who  favor  this 
approach  arf>ic  that  nost  patrons  have  little  real  clioice  as  to  the  forn 
in^ which  they  receive   their  patronage  dividends,  and  that  non-cash     . 
patronage  dividends  cannot  be  readily  converted  into  cash.     They 
conclude  that  these  pay;.ents  therefore   cannot  be  regarded  as  tri^o 
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rebates  but  shoiild  be  considered  a  part  of  the  income  of  the 
cooperative.  Dissenters  from  this  conclusion  cnpha.size  tha.t  mcnber- 
ship  in  a  cooperative  is  voluntar;^  ctnd  that  members  actively  partici- 
pate in  decisions  with  respect  to  payment  of  patronage  dividends. 

If  non-cash  patronage  dividends  v/ere  included  in  the  tameable 
incone  of  cooperatives,  while  cash  patroiiage  dividends  were  excluded, 
it  appears  that  most  of  the  associations  would  still  bo  able  to  build 
up  substantial  mounts  of  crpital  out  of  earnings  not  tnxed  to.  the    . 
association.  This  could  be  done  by  such  devices  as  giving  patrons 
the  option  to  receive  cash  or  stock,  v/hich  vrould  probably  be  held  by 
the  courts  to  be  equivalent  to  a  cash  distribution  axd  hence  exclud- 
able. It  would  also  be  possible  for  najiy  cooperatives  to  make  wider 
use  of  direct  assessments  on  patrons  in  proportion  to  cash  patronage  . 
dividends  received. 

E.  Alternatives  to  the  income  tax  a  method  of  taxing 
farm  cooperatives 

The  difficulties  that  would  be  encountered  in  attempting  to  in- 
clude patronage  dividends  in  the  taxable  incone  of  farm  cooperatives 
have  persuaded  some  critics  of  the  present  treatment  that  an  alterna- 
tive tax  should  be  imposed  on  cooperatives  in  lieu  of  the  income  tax. 

1.  Gross  receipts  tax 

One  such  alternative  would  be  a  tax  based  on  gross  receipts  or 
salese   It  v/ould,  hov/evcr,  be  inrpossiblc  to  select  any  one  rate  of 
tax  on  gross  sales  which  would  be  approximately  equivalent  to  a 
corporate  income  tajc  on  the  economic  income  earned  by  cooperatives. 
The  nnount  of  net  incone  earned  on  a  dollar  of  gross  sales  varies 
vddely  among  narjafact\ircrsj  wholesalers,  and  retailors  in  different 
lines  and  among  firms  in  the  same  line.,  Atten^ts  to  select  different 
rates  for  different  types  of  cooperatives  v/ould  result  in  great 
difficulties  ar.d  would  still  leave  the  equity  problem  unsolved  in 
borderline  cases.  Moreover,  it  is  generally  agreed  that  a.  gross 
receipts  tax  is  more  likely  to  be  passed  on  to  consumers  than  is  a 
net  income  tax,  and,  at  least  in  the  case  of  large  mrTketing  associa- 
tions, the  tax  might  therefore  fail  to  a.chieve  its  objective. 

2.  Tax  on  invested  capital 

Another  alternative  tax  that  has  been  suggested  is  one  based  on 
invested  capita.lo  As  in  the  case  of  a  gross  receipts  tax,  the  selection 
of  a  rate  that  would  ajpproximp.te  a,  tax  on  net  incone  v/ould  be  difficult, 
if  not  impossibloo  Moreover,  a  tax  on  invested  ca.pital  v/ould  bear 
more  heavily  on  weak  cooperatives  than  on  strong  and  successful  associa- 
tions. Such  a  tax  would  give  rise  to  serious  administrative  and  legal 
problems  in  connection  with  the  definition  and  valuation  of  invested 
capital. 
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Court  decisions  ik-vc  been  cited  "by  those  who  take  positions  on 
either   side  of  the  tongtit-ition^i  is&ic  cis  to  vAicther  p-tronase. . 
dividends  can  be  regnrdod  as  a  part  of  the  incone  of  the  cooperatives. 
The  issire,  however,   is  not  likely  to  be  finally  decided  .mless  Congress 
specifically  presents  it  to  the  coi.Trts  by  discontin-ins  the  exclnsion. 

A  s^-rccessfnlly  operated  farn  cooperative  will  ordinarily  produce 
sone  economic  inconc  over  a  period  of  years,  especially  if . it  nses 
ejny  sisnificant  anov.nt  of  capital  and  assumes  any  significant  decree 
of  risk.     It  does  not,  of-coiirse,  necessarily  follow  that  this 
econonic  incone  sho^ild  be  taxed  to  the   cpopcrati'/e,  as  distint^ushed 
fron  its  patrons  and  nenbers.     There  arc  nnnero^TS  instances  where  the 
inconcsof  certain  types  of  b^isiness  or!;;anizations  are  not  taxed 
to  the  brrsiness  eiitity  as  sn.ch* 

The  econonic  incone  prodnced~by  co operative <=,  norcovor,    cannot 
be  acciirately  iieas^red  by  the  anonnt  of  patronage  dividends  disyib^ited. 
Mnnj-  cooperatives  so  conduct   their  b^isiness  that  no  patronn^e  dividends 
are  needed  to.  retnrn  benefits  to  patrons.     In  otlicr  cases,   patronage    .. 
dividends  overstate  the  incone   craned  by  cooperatives  beca^^se  they 
nerely  take  the  place  of  special  services,    srch  as  free  delivery  and 
credit,  v/hich  wonld  r^ive  rise  to  allowr>.ble  cost-deductions  in  the-  case  ^ 
of  ordinary  b^isinesses.     In  still  other  cases,  mrketin^  cooperatives 
deliberately  set  prices  paid  below  the  narket,   or  pirchasing  cooperatives 
set  prices  charged  above  the  naxket,   in  order  to  acc^iniilate   capital. 
In  these   cases,  patronr^e  dividends  ^xe  paid  in  nonr-casii  forn  as  evidence 
of  patrons'    capital  contribi^tions  and  do  not  represent  solely  the 
econonic  incone  prod'iced  by  the   cooperative.     For  these  r-nd  other   ., 
reasons,   the  appropriateness  of  patrona^:;e  dividends  as  a  base  for 
assessnent  of  incone  tax  on  cooperatives  has  been  questioned, 

'Moreover,    the    s:iccess  of  the  cooperative  association  is  not 
nea&ired  in  terns  of  its  ovm  incone,   or  of  the   size  of  its  patronage 
dividends.     Therefore,  the  inclvsion  of  patronage  dividends  in  the 
Gross  incone  of  the   cooperatives  nirjtit  nerely  indnce  no  re  of  the 
associations  to    set  their  prices  so   as  to  nininize  tlieir  patronage      ^ 
dividends.     Methods  of  preventing;  this  have  been  -sViggestcd,  bnt  itV 
does  not  appear  likely  Uxat  they  conld  prod-ice  satisfactory  results. 

D,     Contin^i.e   the   oxcJnsion  of  cash  p-trona>-^e   dividends  b^tt 
recnire  the  inclii.sion  of  non-cash  patrona£;e  dividends  in 
-  the   inco':e  of  cooperatives 

A  special  case  has  been  advanced  for  the  incl-^sion  of  non-cash 
p-trona^e  dividends  in  the  incone  of  cooperatives,  v/hale  continninf^ 
the  exclusion  of  cash  patronage 'dividends.     Those  who   favor   this 
approach  arf^ie  that  nost  patrons  have  little  real  clioice  as  to  the  forn 
in" which  they  receive  their  patronaS'C  dividends,  and  that  non-cash     , 
patronage  dividends  cannot  be  readily  converted  into   cash.     They 
conclude  that  these  payriCnts  therefore   cannot  be  re,-ardcd  as  triic 


vil 


rebates  bnt  should  be  considered  a  part  of  the  income  of  the 
cooperative.  Dissenters  fron  this  conclusion  enphr.size  thcat  nenber- 
ship  in  a  cooperative  is  voluntar;^  and  that  nenbers  actively  partici- 
pate in  decisions  with  respect  to  payment  of  patronage  dividends. 

If  non-cash  patronage  dividends  were  included  in  the  taxable 
incone  of  cooperatives,  while  cash  patroriage  dividends  were  excluded, 
it  appears  that  nost  of  the  associations  would  still  bo  able  to  build 
Tip  substantial  mounts  of  crpital  out  of  earnings  not  taxed  to.  the 
association.  This  could  be  done  by  such  devices  as  giving  patrons 
the  option  to  receive  cash  or  stock,  v/hich  vrould  probably  be  hold  by 
the  courts  to  be  oquivalcnt  to  a  cash  distribution  and  hence  exclud- 
able. It  would  also  be  possible  for  many  cooperatives  to  nnke  wider 
use  of  direct  assessnents  on  patrons  in  proportion  to  cash  patronage  . 
dividends  received. 

E.  Alternatives  to  the  incone  tax  a  net hod  of  taxing 
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farn  cooperatives 

The  difficulties  that  would  be  encountered  in  attempting  to  in- 
clude patronage  dividends  in  the  taxable  incone  of  farn  cooperatives 
have  persuaded  sone  critics  of  the  present  treatment  that  an  alterna- 
tive tax  should  be  imposed  on  cooperatives  in  lieu  of  the  incone  tax. 


1,  Gross  receipts  tax 

One  such  alternative  would  be  a  tax  based  on  gross  receipts  or 
salese   It  v/ould,  hov/evcr,  be  impossible  to  select  any  one  rate  of 
tax  on  gross  sales  which  would  be  approximately  equivalent  to  a 
corporate  incone  tr»x  on  the  econonic  Income  earned  by  cooperatives. 
The  amount  of  net  incone  earned  on  a  dollar  of  gross  sales  varies 
v/idely  among  nan-'ofacturcrsj  wholesalers,  and  retailers  in  different 
lines  and  among  firms  in  the  sane  line..  Attempts  to  select  different 
rates  for  different  types  of  cooperatives  v/ould  result  in  great 
difficulties  ar.d  would  still  leave  the  equity  problem  unsolved  in 
borderline  cases.  Moreover,  it  is  generally  rgreed  that  a  gross 
receipts  tax  is  more  likely  to  be  passed  on  to  consumers  than  is  a 
net  income  tax,  and,  at  least  in  the  case  of  large  marketing  associa- 
tions, the  tax  might  therefore  fail  to  .achieve  its  objective. 

2.  Tax  on  invested  capital 

Another  .alternative  tax  that  has  been  suggested  is  one  based  on 
invested  capitalo  As  in  the  case  of  a  gross  receipts  tax,  the  selection 
of  a  rate  that  would  approximate  a  tax  on  net  income  v/ould  be  diffic\ilt, 
if  not  impossibloo  Moreover,  a  tax  on  invested  capital  vrould  bear 
more  heavily  on  weak  cooperatives  than  on  strong  and  successful  associa,- 
tions.  Such  a  tax  would  give  rise  to  serious  administrative  and  legal 
problems  in  connection  with  the  definition  and  valuation  of  invested 
capital. 
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The  Taxation  of  FaTners'   CooDGrativo  Associations 


I.     Introi^uction 

The  taxation  of  f armors'    cooperative  associations   is   a  highly 
controversial   issue  of  postvar  tajcation,     IFlxistin^  lav  oxcnpts  more 
than  onc-hrlf  of  farmers'   cooperative  associations  from  th.c  income 
tajc  altog'^thcr,     Unc'cr  r'xLings  of  the  Bureau  of  Internal  F.cvcnuc  and 
court  decisions  the  r'^pining  associations  are  allowcc'   to   exclude 
so-called  patronage  refunds  or  dividends  from  their  tpxahle  income. 
Since  cooperatives  rre  reouircd  "by  their  charters  or  "by-lavrs  to 
distribute  to  their  memhcrs  on  the  "basis  of  pptronage  all  of  their 
net  proceeds  after  "orovision  for  limited  divid-^nds  on  capital  stock 
and   for  necessary  reserves,   the  amount  of  taya"blc  income-  reported 
"by  non-exempt   associations  is  ordinarily  very  smnll.     Patronage 
dividends,  v^icthcr  paid  in  cash  or  non-cash  form,  are  includible^ 
however,   in  the  taxrble  income  of  the  individual  farmer-patron. 

Farmers'    cooperative  marVeting  nnd  purchasing  associations  ?irc 
only  one  group  of  a  vdde  variety  of  volunt^ify  "business  associations 
whose  "ben-'fits  ^to  sh'-red   among  "ni^rticipants   in  proportion  to   each 
individual's  use  of  the  organization  rather  than  in  "Droncrtion  to 
equity  caDital   supp]ied,     '^he  t^x  treatment   of  all   of  thcs'^  associations^ 
raises  controversial   issues.     This  re^iort,   however,   is  prim-^.Tily  concerned 
with  the  T)ro"blems  end    cons i^'erat ions  raised   "by  the  farmers'    cooperatives. 
F^^rmers'   cooperatives  ptq  of  much  gr'^ater  economic  importance  than  the 
oth<"r  grouT)s ,   and   the  t?'?:  controversy  h-ns  centered  ^^Imost   entirely  on 
them,     Moreover,  most  of  the  essentiaj.    economic,   Icgpl,   and   r'dministrative 
issues  raised  apply  eaually  to  all  cooperative  associations,   !_/ 

Although  farmers'   cocx>erat'ive  associations  heve  long  "been  favora'bly 
regarded  "because  of  their  cent ri'but ions  to   the  economic  roll-being  of 
the  American  farmer,   the  disp'^ritjr  betv^cen.  their  Feder'^1   income  tajc 
pa^nnents   --nd  those  of  ordinary  business   corporations  h'^s   occasioned 
much  criticism.      In  thr  Drevrer  years  of  relet i''"ely  lovr  corporate  tpcc 
rates,   few  Questioned  the  treatment   accorded   f.-^rm  cooperatives  under 
the  income  tnx  law  rnd   r-'^'Olations,      '.''ith  the  vrprtime  increases   in 
corporate  tax  rates,   however,   complaints  became  more  widespread.     At 
r   time  when  ordin-'^ry  tra^ding  corporations  vrith  gross  s^les  of  $59  billion 
were  -O'-^ying  Pederpl   income  taxes  of  nearly  '^^2  billion,   2j  farm  cooper-^tives 
with  $5  billion  of  sales  rre  estim-'^ted   tr  h-'^ve  been  paying  no  more  than 
^10-$20  million  of  Federal   income  taxes o     This  sharp  difference  in  tax 


ly     The  economic  importnnce  and   the  present   tax  treatment   of  the  types  of 
cooperatives  not   specifically  f'iscussed  in  t.ie  body  of  this  report 
are  outlined  in  Appendix  A^  .       ^ 

2j     Preliminary  st-'^tistics   for  cor"oor^tipn  income  and  declared-\'^luc 

excess-profits  tax  returns   for  19^^^     Treasury  Press   Service,  Ko,   S-275« 
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liabilities,   it  has  been  chargedi  violates  the  principle  that  :^ersons 
and  firns  in  substantially  similar  clrciinstances  shonld  pay  S'xbstantially 
the  sane  taxes  and  also  gives  the  cooperative  associations  an  iinj^isti- 
fiabie  competitive  advantage  over  ordinary  corporations.     MoreovePt  the 
virt-^ial  froedon  of  farm  cooperatives  from  Federal  income  taxes  is  said 
to  deprive  the  Government  of  ruich-needed  revenue. 

Although  the  cxeinption  of  certr.in  farm  cooperatives  from  the 
income  tax  ?Jid  the  excliTsion  of  patronage  dividends  from  the  taxable 
income  of  non-cxcnpt  fam  coopergtivcs  are  sp.id  to  give  these  organi- 
zations a  &i\bstantial  tax  advantage  over  ordinary  corporations,   the 
tax  trednent  accorded  then  is  essentially  similar  to  that  applied  to 
partnerships  and  sole  proprietorships.     Under  the  present  Federal  tax 
law,  -unincorporated  b^isine^ses  arc  not  taxed  as  s-ich.     Instead,  all  of 
the   income  arising  fron  srich  "bii.sincsses  is  taxed  in  the  hands  of  the 
individnal  proprietor  or  partners.     Proprietorship  and  partnership  . 
profits  are  not,   therefore,   tax  free  althoiii^ii  they  arc  not  s^ibjcct   to 
the  so-called  double  taxation  imposed  on  distributed  corpora,te  profits. 
Similarly,    coopcra.tive  profits,   even  when  orxncd  by  exenpt  associations, 
rje  not  tax  free  except  to   the  extent  they  are  retained  in  certain 
reserves.     VHien  earned  by  non-exenpt  associations,   cooperative  earnings 
exQ  in  no  case  tax  free,     Patrona^-e  dividends  of  r:i:\rketing  associations 
sho^^ld  enter  directly  into  the  income  of  patrons  r.s  receipts  fron  sale 
of  frj?n  prodvce,  ajid  patronage  dividends  of  pirchasing  associations 
shonld  enter  indirectly  into   the  income  of  patrons  as  a  reduction  in 
the  cost  of  prodnction  of  fam  products   sold  by  the  patrons.  1/ 

Thns  profits  of  cooperatives,  althovgh  lightly  taxed  or  completely 
exempt  in  the  hajids  of  the  associations,  are,   in  the  main,   ta,xcd  like 
other  income   in  the  hajids  of  the  stockholders  and  patrons.     The  question 
at  issne  is,   therefore,  not  whether  the  profits  of  cooperatives  shonld 
be  taxed  or  not  taxed,  but  whether  the  income  earned  by  these  organi- 
zations shonld  be  more  heavily  tajced  before  it  is  distri"biTted  to  the 
individnal  owners  of  tl;e  "business. 

Those  who  hold  that   od  operative  associations^as   sn.ch  shonld  pay 
heavier  taxes  s-uggest  varion.s  revisions.     Some  won.ld  be  content  merely 
to  repeal  the  exemption;   others  wonld  not  be  satisfied  nnless  in  addition 
patronage  divid.ends  were  included  in  the   r;ross  income   of  the  cooperative 
associations.     Still  others,   impressed  with  the  difficnlties  of  taxing 
coopora.tive  associations  fairly  nnder  the  corpora.tion  income  true,  wonld 
instead  s?ibject  them  to  a  special  tax:  based  on  some  othxor  measnrc  of  their 
ability  to  pay» 

Another  approa.ch  to  eqn.alizini^*  taxes  on  cooperatives  ajid  ordinary 
corporations  vranld  be   to  give  all  corporations  a  ded-nction  for  dividends 
paid.     Althongh  this  proposal  has  been  advajiced  as  a  sol-- 1 ion  to  the. 

1/  Opinions  differ  concerning  the  extent  to  which  farmer  patrons  nndcr- 
rcport  patronage  dividends  in  their  income  tax  returns.     There  is 
nndonbtcdly  some  nnder-reportinr:  althon^i  "both  the  Treasn.ry  and  the 
cooperative  associations  themselves  hr.ve  Tind.crtaken  to  instruct 
farmers  in  the  matter* 
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INTENTIONAL  SECOND  EXPOSURE 


I 


The  Taxation  of  Farmers'    CooDerativo  Associations 


I.      Intror'uction 

The  tpxntion  of  farrnors'    cocpcrative  associations   is   a  highly 
controvcrsial   issue  of  postwar  taxation,     ^r:istin^  lav  cxr'npts  more 
than  onc-hrlf  of  farmers'    cooperative  associations   from  the  income 
tajc  altogether,     Vnc'oT  r'llin^s  of  the  Bureau  of  Internal  Pcvenue  ajid 
court  decisions   the  rTiaining  associations  are  allowed   to   exclude 
so-called  patronage  refunds  or  dividends  from  their  taxahle  income. 
Since  cooprratives  are  reeuircd  "by  their  charters  or  "by-lavrs  to 
distribute  to  their  memhcrs  on  the  "basis  of  p^trona^c:e  all  of  their 
net  proceeds  after  Drovision  for  limited  divid-^nds  on  capital   stock 
and    for  nr^cessary  rcservos,   the  amount   of  taxal'le  income-  reported 
hy  non-exrmpt   associi^tions   is  ordinarily  very  smnll.     Patronage 
dividends,  vhother  paid   in  cash  or  non-cash  form,   are  includible* 
however,   in  the  taxrJble  income  of  the  individar-l  farmer-patron, 

Parmrrs*    cocnrrative  mari^etin^  and  purchasing  associations   •nrc 
oTly  one  /rroup  of  ^   vide  variety  of  volunt^^fy  "business  associations 
whose  "benefits   "re  shared   among  P'^rticiTjants   in  proportion  to   each 
individual's  use  of  the  orgnnization  rather  than  in  •Drone rt ion  to 
equity  capital   su-oplied,     '^hr  t^x  treatment   of  all  of  thcs-^  asso«iations_ 
rf'ises  controversial   issues.     This  re-?ort,   however,   is  prim-^rily  concerned 
^dth  the  T)ro"blems  md   considerations  rnised   "by  the  farmers'   cooperatives, 
Fi^rmers '    cooperatives  r>re  of  much  gr'^ater  economic  importance  than  the 
ethf^r  grour>s ,   pn(*   the  t^r.  controversy  h^s  c^^nt  errd  almost   entirely  on 
them.     Moreover,  most  of  the  essential   economic,   legal,   and   administrative 
issues  raised  appl^/  eaually  to  rll  cooijerative  associations,   !_/ 

Although  farmers*   coc"oerat'ive  associ-'^tiqns  have  long  "been  favora'bly 
regarded  "bcc'^'use  of  their  con^ri'butions  to   the  economic  well-being  of 
the  Am':^rican  farmer,   the  disiD'^rit^;"  betv^een  their  Feder'^'l    income  tax 
payp.rats   --nd  those  of  ordinary  business  corpor'^tions  h-'s   occesioned 
much  criticism.      In  th^  Drevrar  years  of  relati'^ely  lew  corporate  ta^x 
rates,   few  questioned  the  treatment   accorded   fr-rm  cooperatives  under 
the  income  t^^x  l--w  rn'^   regulations,     '.''ith  the  wartime  increases   in 
corporate  tax  rates,   however,   complaints  b-^'ca'^e  more  widcsTDread,     At 
r   time  ^hcn  ordin-Ty  trading  corporations  with  gross  s-^les  of  $59  billion 
were  •o-'^ying  Fcderel   incorne  taxes  of  nearly  ^^^2  billion,   2j  farm  cooper*^ tivcs 
with  -$5  billion  of  sales  rrc  estim'-ted   tr  h^ve  been  paying  no  more  than 
^10-^20  million  of  Federal  income  taxes.     This  sharD  difference  in  tax 


U 
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The   economic  inportnnce  and   the  pr'^sent   tejc  treatment   of  the  types  of 
cooperatives  not   specifically  discussed  in  tlie  body  of  this  report 
are  outlined  in  Appendix  A,.  , 
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liabilities,   it  has  been  charged,  viola,tes  the  principle  that  :^ersons 
and  firms  in  substantially  similar  cir&n.nstances  shonid  pay  s'lbstantially 
the   sane  taxes  and  also  gives  the  cooperative  associations  an  n.njnsti- 
fiabie  competitive  advantage  over  ordinary  corporations,     MoreovoPt  the 
virt-'ial  freedom  of  fa.rn  cooperatives  from  Federal  income  taxes  is  said 
to  deprive  the  Government  of  miicb-needed  revemie, 

Althongh  the   cxe:Tption  of  certrdn  farm  cooperatives  from  the 
income  tax  and  the  excl^ision  of  patronage  dividends  from  the  taxable 
income  of  non-exempt  farm  cooper^ vcs  are   sa.id  to  give  these  organi- 
zations a  siibstantial  tax  advajitage  over  ordinary  corporations,    the 
tax  trejfenent  accorded  then  is  essentially  sinilaj  to  that  ?5)plied  to 
partnerships  and  sole  proprietorships,     "Cnder  the  present  Federal  tax 
law,  unincorporated  "b'T sine sses  axe  not  taxed  as   S'lch,     Instead,   ail  of 
the  income  arising  fron  srich  "businesses  is  taxed  in  the  hajids  of  the 
individnal  proprietor  or  partners.     Proprietorship  and  paJ*tnership  . 
profits  aje  not,   therefore,   tajc  free  altho^^-h  they  are  not  snbjcct   to 
the  so-called  double  taxation  imposed  on  distrib-itcd  corpora.te  profits. 
Similarly,   cooperative  profits,  even  when  erxned  by  exempt  associations, 
are  not  tax  free  except  to   the   extent  they  are  retained  in  certain 
reserves.     VHien  earned  by  non-exenpt  associations,   cooperative  earnings 
axe  in  no  case  tax  free.     Patronage  dividends  of  r.^\rketing  associations 
shonld  enter  directly  into  the  income  of  patrons  a,s  receipts  fron  sale 
of  farm  produce ,   ajid  patrona.ge  dividends  of  pirchasing  associa.tions 
shonld  enter  indirectly  into   the  income  of  patrons  as  a  reduction  in 
the  cost  of  prodnction  of  fam  products   sold  lay  the  pa.tronse  1/ 

!Hm.s  profits  of  co operant ives,   althonrgh  lightly  taxed  or  completely 
exempt  in  the  hajids  of  the  associations,  are,   in  the  main,   ta.xcd  iito 
other  income    in  the  hands  of  the  stockholders  and  patrons.     The  question 
at  issue  is,   therefore,  not  whether  the  profits  of  coopera-tives  should 
be  taxed  or  not  taxed,  but  whether  the  income  earned  by  these  organi- 
zations should  be  more  heavily  taxed  before  it  is  distribi^ted  to  the 
individual  owners  of  ti^e  b^isiness. 

Those  who  hold  that   od  operative  associations^as   s^i.ch  should  pay 
heavier  taxes  suggest  variou.s  revisions.     Some  won.ld  be  content  merely 
to  repeal   the   exemption;    others  would  not  be   sa.tisfied  unless  in  addition 
patronage  divid.ends  v/ere  included  in  the  /^ross  income  of  the  cooperative 
associations.     Still  others,    impressed  with  the  difficulties  of  taxing 
coopora.tive  associations  fairly  under  the   corpora.tion  income  tax,   would 
instead  ©ibject  then  to  a  special  tajc  based  on  some  other  mea.surc  of  their 
ability  to  pay* 

Another  approach  to  eqnalizin.^-  taxes  on  cooperatives  ajid  ordinary 
corporations  v/ould  be   to   give  all  corporations  a  deduction  for  dividends 
paid.     Although  this  proposal  ha.s  laQcn  advajiced  a,s  a  sol-^tion  to  the. 

1/  Opinions  differ  concerning  the  extent  to  which  farmer  patrons  undor- 
report  patronage  dividends  in  their  income  ta-x  returns.     There  is 
undoubtedly  some  under-reportinr:  aJ.thon.gh  "both  the  Treasury  and  the 
cooperative  associations  themselves  ha-ve  und-crtaken  to  instruct 
farmers  in  the  matter » 
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coopcrativc  tax  proljlen,  it  raises  issues  of:  general  tax  policy  which 
are  outside  the.  -scope  of  this  report  rjid  hence  will  not  "be  given  . 
detailed  consideration  here,  1/         .. 

This  report  examines  the  charaater  and  "background  of  the  present  ." 
tax  tre?,tnent  of  farn  cooperatives,  considers  the  extent,  to  which  these 
associations  currently  enjoy  tax  advantages  over  other  cbrporr.tc  enter- 
prises, and  analyzes  sone  of  the  proposes  v^ich  have  been  advanced-; 
for  increasing  taxes  on  cooperatives,  Sectionll  describes  the   . 
structure,  purpose,  and  inportrjice  of  farm  cooperatives,  the  w nys  in 
which  they  conduct  their  "business  operations,  snd  how  they  serve  their  , 
farner-iienbors.  Section  III  develops  the  background  of  the  present- 
tax  treatnent,  outlines-  the  scope  of  the  exe'iption  and  the  patronage-." 
dividend  exclusion,  and  discusses  the  benefits  derived  fron  each. 
Section  I"V  considers  various  prbposed  chc^jiges  in  the  present,  tax 
treatnent,  including  the  repeal  of  the  exenption,  the  inclusion  of 
patronage  dividends  in  the  gross  incone  of  the  association,  and  .the 
subjection  of  cooperative  associations  to  either  a  gross  receipts  tax 
or  a  tax  based  pn  invested  capital  in  lieu  of  the  corporation  income 
taxo  The  report  contains  no  policy  reconnendations,  "but  considerations 
relevant  to  the  f emulation  of  tax  policy  are  discussed. 

No  atteipt  is  nad6  in  this  report  to  appraise  either  the  economic, 
or  the  social  contri"bution  of  tlie  farm  cooperative  movement  'to  the 
Nation  as  a  whole,  or  to'  determine  the  extent  to  whicli  tliese  organi- 
zations either  deserve  or  need  assistance  from  the  Federal  Government. 

II,  Purpose,  structure,  and  importance 
of  fpxmers*  cooperative  associations 

•  -'    "       ...        .  •   •  ,  .  '  ■ 

A.  Purpose  and  structure  ;.  •    •   . 

The  agricultural  cooperative  movement  in  the  United  States  is 
more  than  a  centi-'xy  old.  Cooperative  marketing  and  purchasing 
organizations  grew  out  of  the  economic  necessity  of  individual  farmers* 
finding  an  efficient  method  of  mrxketing  their  crops  and  of  purchasing 
their  supplies.  Handicapped  by  their  isolation,  by  their  lack  of 
knowledge  of  the  markets  in  which  they  had  to  deal,  "by  their  weak 
bargaining  position  in  those  markets,  and  by  their  lack  of  capital, 
farmers  sought  to  improve  their  economic  situation  through  group  action, 


_l/  For  a  discussion  of  iss'ies  relating  to  the  taxr.tion  of  corporate 
profits,  see  The  Postwar  Corporation  Tax  Structure  (Treasury 
Department,  Division  of  Trjc  Research ,  IS^STT  The  pirjpoisal  to 
allow  corporations  a  deduction  or  credit,  for  dividends  paid  is 
discussed  in  that  report  at  pp,  37"*^ • 
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Over  the  ycars^,  farners'  cooperrtive  r.ssociations  h-vc  grown  in  strength 
and  nLimbcrs  and  have  expanded  the  scope  of  their  activities^  They  have 
received  a  vrxicty  of  financial  and  other  assistance  from  the  Federal 
Government,  l/ 

The  incorporated  cooperative  r.ssociation,  like  my  other  corporation, 
is  pji  artificial  entity  created  by  law  with  a  life  independent  of  the 
people  who  ovm,  manage,  and  do  business  with  ito  Moreover,  like  other 
incorporated  enterprises  organized  to  carry  on  some  form  of  business 
activity*  the  firm"  cooperative  has  a  business  purposCc  It  exists  to 
serve  its  farmer  mcrbcrs  and  to  increase  the  profits  they  derive  from 
farmings  In  this  respect,  the  cooperatives  differ  from  charitable  and 
educational  corporr.tions  whose  prir.arjr  functions  are  not  directed  to 
the  economic  advantage  of  their  owners  and  organizers « 

Although  farm  cooperatives  are  in  many  v/ays  similar  to  ordinary 
"business  corporations,  there  is  one  significant  difforoncCo  The^^ 
owners  of  the  cooperatives  are  rise  their  principal  patrons.,  Vyhile 
most  cooperatives  issue  capital  stock;  as  do  ordinary  corporations, 
the  dividends  paid  on  such  shares  (and  on  preferred  chares,  if  tnese 
are  issued)  are  strictly  limited.  Moreover,  there  are  mrny  non-stock 
associations  which  issue  membership  certificatec  as  evidences  of 
"residual  equities"  in  their  assets*  V/hother  the  association  is 
organized  with  or  without  stocky  however 5  all  amounts  remaining  after 
provision  for  limited  dividends  on  equity  capital  and  for  necessary 
reserves  are  returnable  to  the  patrons  of  the  association  in  proportion 
to  the  use  made  of  the  association  by  eacho  2/'   ilmounts  so  returned 
to  patrons  are  usually  called  patronage  refunds  or  patronage  dividends,  J/ 


i 


i/  For  a  history  of  the  development  oiT  fe.rm  cocpoi-ativcs  in  the  United  States, 
""     see  R.  Eo  Ellsworthp   Tlie   Story  of  Farmers'    Ooo-Dcrativos   (Farm  Credit 

Administrationp    Circular  E~23) , 
2/  In  order  for  an  organization  to  be  considered  a  cooperative,   it  is 
not  necessary  for  all  classes  of  patrons  to  have  equal  ovmership 
rights.     Some  cooperatives  provide  different  p-articipations  for 
member  patrons    (i,ec,   those  who  are  also  capital   contributors) 
and  non-member  patrons »     lihis  practice,   however^   is  more   comr.on 
among  British  coopei-atives  than  those  in  the  United  States. 
There  is,  however  $   no  uniformity  ar.ong  cooperatives  in  the   termi- 
nology' applied  to   these  distributions.      In  fact^    there   is  a  grov/ing 
tendency  among  cooperative  accountants  to  abandon  the  term 
"patronage  dividend"   in  favor  of  what   they  consider  to  be  more 
expressive  terms.     The- term  "patronage   dividend"   is  used  in  this 
report   solely  because   of  its  acceptance  in  ordinary  usage  and  not 
to   imply  rjiy analogy  to   ordinary   corporation  dividendse 
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B;     Econonic  inportanco  of  f.".rn  coopcrr.tivcs  l/ 

At  the  present  tine,  about  10,150  frxncrs^   nr.rkctine'  raid  purchasing 
associr.tions  exe  active  in  the  United  States,     One  out  of  every  three 
farmers  is  believed  to  be  a  nenber  of  at  least  one   cooperativOo     About 
73  :.oorcent  of  the   associations   (7,^0  organizations)   arc  em:p^ed 
prlr-iarily  in  the  narketing  of  farm  products  and   the  remaining  27  percent 
"(25750  organizations)  prir^trily  in  purchasing  farn  supjlies*     These 
coo-erativos  are   spread  v/idely  throughout   the    country,  although  there 
is  a  natural  concentration  in  such  najor  agricultiiral  States  as   ■ 
California,  Minnesota,    Illinois,    Iowa,   and  Wiscoixsine 

In  the  lS^\h-'k^  marketing  season,    the  10,150   frxn  cooperatives^  had 
an  a*T--re..:ate  volu:-ic  of  Tmsiness   (valued  at  the  frxn  level)   of  $5,645  nillion, 
of  which'gl  percent   ($^,550  nillion)   represented  frjn  products  nrxkoted 
rnd  19  percent   ($1,095  nillion)   farn  supplies  purchased.     These 
cooperatives  hrjidlcd  at   sonc    stage   in  the    .rxirketing  process   during 
th.at   season  about   60  percent  of  citrus  fruits  and  cranberries,    50  per- 
cent of  dried  skin  nilk  and  fluid  nilk,   Uo  percent  of  creamery  butter, 
and  20  percent  of  livestock  marketed  through  public  comr.iercirJ.  market 
channels.      In  their  purchasing  operations,   farm  cooperatives  accounted 
also  for  substantial  proportions  of  the  feed,    fertilizer,   and  automotive 
fuels  and  lubricants  used  by  farmers^     The  nuj-iber  of  farnore'    cooperative 
marketing  and  purchasing  associations,   the  number  of  ihair  members,   and 
their  dollar  volume  of  business  for  194^-^5  by  t:,'pe  of  product  are   shown 
in  Appendix  B. 

C,     Variations  in  organizations  and  operations 

Ninety- four  percent  of  the  10,150  irxm  cooperatives  rxc  local 
associations,  whose  operations  are   confined  to   the  relatively  small 
pTca  in  which  farmers  can  be  conveniently  served  from  a  single  outlet » 
Some  of  these  are  more   or  less  inforrirtl  associations  formed  for  buying 
and  selling  in  carload  lots,   but  -ir-ny  provide  warehouse  rnd  storage 
facilities,   basic  marketing  services   (such  as  grading,   paclring,   or 
elementary  processing),   or  forma.l  retailing  and  service  stores.     Some 
are  purely  bargaining  associations,   leaving  each  frxmer  to  ma.ke  his 
own  sale;' others  act   solely  as  brokers  between  the    farmer  and  purchaser 
of  his  products   (or  the   seller  of  his  supplies);    still   others  trice 
title   to   the  goods  handled.      Control  over   such  associations  is  usually 
vested  in  a  board  of  directors  elected  directly  by  the  mcmbcrso      In  the 
election  of  directors  each  member  usurJ.ly  has  but  one  vote  irrespective 
of  the   number  01   shrres  owned,  and  voting  oy  proxy  is  generally  not  allowed. 


1/  All  data  on  frrm  cooperatives  obtained  from  the  U.    S.  Department  of 
Agriculture,   Farm  Credit  x^dmini strati on,   Cooperative  Research  and 
Service  Division© 
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Al though  the  vast  bulk  of  the  associations  are  small  and  local 
in  character,   many  of  them  are  either  members  of,  or  affiliated  with, 
large- tjcalo  centralized  and  federated  cooperative  associations..  The 
centr^ized  associations  are  regional  associations  operating  over  a  ■ 
larger  area  than  can  be  served  by  a  local  association.     As  in  the  case 
of  the  latter,  hov/ever,    the  members  of  .the  centralized  associations 
are  individual  producers  who  directly  select  the  board  of  directors 
of  the  associatione  ij       The  federated  associations  are  also  regional. 
or  large-scale  organizations,  but  their  members  are  wholly  or  predomi- 
nantly cooperative  associations  and  in  some  cases  are  cooperative 
associations  that  are  themselves  federations «     Federations  are  con- 
trolled by  boards  of  directors  chosen  by  duly  elected  representatives 
of  the  members  in  the  local  organizations, 

■  •  '      ' 

In  19^2-^3   (the  .latest  year  for  which  data  of  this'  sort  are 
available)   about  ^3  percent  of  the  total  volume  of  marketing  done  by- 
farm  cooperatives  was  accounted  for  by  Ug  .federated  or  centralized  regional 
cooperatives,  each  with  a  business  vo^ome   of  more   than  $10  millicno 
In  ad,ciition,    there  were  10  federated  or   centralized  regional  purchasing 
cooperatives  with  an  annual  volume  of  more  than  $10  million  each,  which 
accounted  for  about  35  percent  of  the  total  purchasing  volume  of  all   ., 
farm  cooperatives.    . These  large-scale  regional  cooperatives,  and  the 
inter-regional  associations  formed  in  turn  by  them,   frequently  carry 
cooperation  further  along  the   chain  of  distribution,   sometimes  to  the 
ultimate  consumer  (in  the  c&sc  of  marketing  associations)   or  to  the 
basic  manufacturing  stages   (in  the  case  of  purchasing  associations). 
Among  the  purchasing  cooperatives  these  opera,tions  are   associated  mainly 
with  the  production  of  feed  and  fertilizer,  although  a  mxnber  of  paint 
factories,   sawmills,  and  oil  refineries  are  operated  by  cooperative 
associations.     Among  the  marketing  cooperatives,  advanced  processing 
is   carried  on  mainly  in  creameries  and  cheese  factories,   cotton  gins, 
cannerie.s,  and  dehydrating  plants,   although  a  fQvr  associations  operate 
flour  and  cereal  millsj  wineries,   sugar  mills,   and  nut  processing  and 
pa,ckaging  plants.     Despite  the  wide -variety  of  activities  in  v;hjch 
farn  cooperatives  arc  currently  engaged,   it  appears  that  the  number 
of  true  manufacturing  plants  owned  rjid  operated  by  thorn  is   still  very 
small,   and  that  cooperative  mpjiufacturing  is  ©cpnonically  significant 
only  in  a  very  few  lines,  _2/ 

.    D,     How  cooperatives  serve  the  farmer 

Farmers^   marketing  and  purchasing  associations  are  organized       -. 
for  the  purpose  of  increasing  receipts  from  the   sale   of  farm  products 
and  lowering  the'  costs  of  farn  supplies.     The  ultimate  purpose  of 
these  associations  is,   therefore,   to  increase  fpxn  profits,^ 


-.1 


'i 


1/   In  very  large  organizations,  the  members  sometimes  elect  a  delegate 
from  each  local  -area,  and  these  delegates  in  turn  elect  board  members 
at  the  annual  meeting, 

2/  See  Appendix  D, 
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B;,     Econonic  inportcmcc  of  f^rn  j;oopcrjrtivcs  l/ 

At  the  prwscnt  tine,   about  10,150  frxncrs^   nr.rkctine'  and  purchasing 
associrtions  rxe  active  in  the  United  States.     One  out  of  every  three 
frj:-'.ers  is  believed  to  "be  a  ner.ber  of  at  least  one   cooperative o     About 
73  :Dorccnt  of  the   associations   (7, to  organizations)   arc  em:?^ei 
prirnrily  in  the  Drxlceting  of  farm  products  and   the  renainin,5  27  percent 
(2;750  organizations)  primarily  in  purchasing  farm  supjlieso     These 
coorerativos  are   spread  widely  throughout   the    country,  although  there 
is  a  natural  concer.tration  in  such  najor  agricultural  States  as 
California,  Minnesota,    Illinois,    Iowa,   and  Wisconsin^ 

In  the  19ltU-U5  narketinr  season,    the  10,150   fr.rn  cooperatives^  had 
an  a.T  -re  -ate  volu:-ic  of  biasiness   (valued  at  the  frsn  level)   of  $5,o45  nillion, 
of  which'gl  percent   ($^+,550  nillion)   represented  fcjcn  products  nrxhoted 
rnd  19  percent   ($1,095  nillion)    farm  supplies  purchased.     These 
cooperatives  hrjidlcd  at   sonc    stage  in  the   -narlictinti-  process   during 
thr.t  season  about  60  percent  of  citrus  fruits  and  cranberries,    50  per- 
cent of  dried  skir.  nilk  and  fluid  nilk,  Uo  percent  of  creanery  butter, 
nd  20  percent  of  livestock  narketed  through  public  courier cial  narket 
channels.      In  their  purchasing  operations,   farn  cooperatives  accoiinted 
also  for  substantirJ.  proportions  of  the  feed,    fen.ilizer,   r-nd  auto:..otive 
fuels  and  lubricants  used  by  farnerso     The  nuj-iber  of  farnore'    cooperative 
narketin^  and  'ourchasin-  associations,   the  number  of  thair  ne^bers,   rjid 
their  dollar  volune  of  business  for  19^i+-U5  "by  t-^z>^  of  product  pj-e   shown 
in  A:-pendix  B. 

C .     Variations  in  orA-anizations  and  operations 

Ninety- four  percent  of  the  10,150  irxn  cooperatives  are  local 
associations,  who~se  operations  rxe   confined  to   the  relatively  snail 
area  in  which  farners  can  be  conveniently   served  fron  a  single  outlet p 
So:.ie  of  these  are  nore   or  less  iniorrv-rtl  associations  forned  for  buying 
and  selling-  in  carload  lots,   but  'icany  provide  warehouse  and  storage 
facilities,   brsic  r^.rketing  services   (such  as  grading,   paclring,   or 
elementary-  proccssin-),   or  forr^al  retailing  and  service   stores.     Sonc 
are  purely  b-r^aining  associations,   leaving  each  frxner  to  na-ke  his 
own  sale;' others  act   solely  as  brokers  between  the    farmer  pjid  purchaser 
of  his  products   (or  the   seller  of  his  supplies);    still  others  trice 
title   to   the  <-oods  handled.      Control  over   such  associations  is  usually 
vested  in  a  board  of  directors  elected  directly  by  the  ne-bcrso      In  the 
election  of  directors  each  ne-rfoer  usurlly  has  but  one  vote  irrespective 
of  the  nunber  of  shrros  owned,  and  voting  oy  proxy  is  generally  not  allowed. 


a 

cnr 


1/  :-ai  data  on  farri  cooperatives  obt?J.ned  fron  the  U.   S.  Eopartnent  of 
~     Afxiculture,   Fam  Credit  ^dnini  strati  on,   Cooperative  Research  pjid 
Service  Division. 
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Although  the  vast  bulk  of  the  associations  are  small  and  local 
in  character,  many  of  them  are  either  members  of,  or  affiliated  with, 
large- tjoale  centralized  and  federated  coope'rative  associations..  The 
centralized  associations  are  regional  associations  operating  over  a 
larger  area  than  can  be  served  by  a  local  association.  As  in  the  case 
of  the  latter,  hov;ever,  the  members  of  the  centralized  associations 
are  individual  producers  who  directly  select  the  board  of  directors 
of  the  association,  l/       The   federated  associations  are  also  regional. 
or  large-scale  organizations,  but  their  members  are  wholly  or  predomi- 
nantly cooperative  associations  and  in  some  cases  are  cooperative 
associations  that  are  themseJLves  federations „  Federations  are  con- 
trolled by  boards  of  directors  chosen  by  duly  elected  representatives 
of  the  members  in  the  local  organizations. 

-  •  '      ' 

In  19^2-^3   (the  latest  year  for  which  data  of  this"  sort  are 
available)   about  ^3  percent   of  the   total  volume   of  marketing  done  by- 
farm  cooperatives  was  accounted  for  by  Ug  .federated  or  ce'ntralized  regional 
cooperatives,  each  with  a  business  voliime   of  more  than  $10  millicn. 
In  addition,   there  were  10  federated  or   centralized  regional  purchasing 
cooperatives  with  an  annual  volume  of  more  than  $10  million  each,  which 
accounted  for  about  y^  -percent  of   tl-ie   total  purchasing  volume  of  all   .. 
farm  cooperatives.     These  large-scale  regional  cooperatives,   and  the 
inter-regional  associations  formed  in  turn  by  them,  frequently  carry 
cooperation  farther  along  the   chain  of  distribution,   sometimes  to  the 
ultimate  consumer  (in  the  c^sc  of  marketing  associations)   or  to  the 
basic  manufacturing  stages   (in  the  case  of  purchasing  associations). 
Among  the  purchasing  cooperatives  these  opera-tions  are  associated  mainly 
with  the  production  of  feed  and  fertilizer,   although  a  mimber  of  paint 
factories,   sawmills,  and  oil  refineries  are  operated  by  cooperative 
associations.     Among  the  marketing  cooperatives,  advanced  processing 
is   carried  on  mainly  in  creameries  and  cheese   factories,   cotton  gins, 
cannerie.s,   and  dehydrating  plants,   although  a,  fev/  associations  operate 
flour  and  cereal  mills,  wineries,    sugar  mills,   and  nut  processing  and 
packaging  plants.     Despite  the  wide -variety  of  activities  in  v/hich 
farm  cooperatives  arc  currently  engaged,   it  appears  tha,t  the  number 
of  true  manufacturing  plants  owned  rjid  operated  by  them  is   still  very 
small,   and  that  cooperative  majiufacturing  is  ecpnoniccilly  significant 
only  in  a  very  few  lines.  2/ 

.    Da     How  cooperatives  serve  the  farmer 

I  I     I       ^  ■    ^     -    —       ■*-  I  111  I  I    ■  <  I     > ■       MPi^ii— >      1         ■  I  ■■         ■—      1.1    M 

Farmers'  marketing  and  purchasing  associations  are  organized:  '^ 
for  the  purpose  of  increasing  receipts  from  the  sa,le  of  farm  products 
and  lov/ering  the'  costs  of  farm  supplies.  The  ultimate  purpose  of 
these  associations  is,  therefore,  to  increase  fojm  profits.^ 


t 


1^/  In  very  large  organizations,  1; he  mer.bers  sometines  elect  a  delegate 
from  each  local  -area,  and  these  delegates  in  turn  elect  board  members 
at  the  anmial  meeting, 

2/  See  Appendix  D. 
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There  are  various  ways  in  which  farm  cooperatives  can  increase 
farm  incom'e.  They,  may  lower  the  cost  of  farm  supplies  hy  purchasing 
in  hulk  and  "by  taking  advantage  of  trade  discounts.  Purchasing 
associations  with  experienced,  f\ill-time  managers  c?.n  protect  their 
members  against  adulterated  and  inferior  merchandise,  and- can  assist 
them  in  the  selection  of  those  supplies  which  are  "best  suited  to  the 
needs  of  particular  farms.  They  can  time  their  purchases  to  take^ 
advantage  of  favorable  market  situp.tions  and  exercise  a  wider  choice 
in  the  selection  of  sources  of  supply,.  They  may  extend  the  scope  of 
their  operations  from  merely  trading  to.  manufacturing  and  extraction.  . 
Marketing  cooperatives  may  increase  receipts  from  the  sale  of  farm^ 
products  by  providing  their  members  with  more  efficient  ajid  economical 
sales  services,  products  may  be  stored,  graded  and  further  processed 
to  increase  their  salability.  Competition  between  farmers  in  a 
particular  area  may  be  reduced  and  their  brrgrining  position  in  the 
principal  markets  for  their  products  improved;  trademarks  or  trade 
nrmes  may  be  established,  and  the  quality  of  products  may  be  improvedo 

In  addition,  the  capital  contributions  of  farmers  to  cooperatives 
enable  them  to  shr.re  in  the  normal  profits  derived  from  the  handling 
of  frrm  -products  .and  farm  supplies.  Among  the  marketing  associations, 
these  investments  have  taken  such  forms  as  grain  elevators,  cotton 
gins  and  cottonseed  oil  mills,  creameries  and  choese  factories,  and 
in  the  case  of  the  purchasing  associations,  investments  have  been 
mp,de  in  warehouses,  retail  outlets,  fertilizer  factories,  end   oil 
refineries* 

Hot  all  of  the  income  derived  by  the  members  of  a  cooperative 
from  the  association  is  directly  attributable  to  their  patronage. 
Some  cooperatives  do  substpjitial  amounts  of  business  with  non-members' 
who  are  not  permitted  to  shpre  in  patronage  dividends.  Others  have 
bought  or  sold  agricultural  products  for  the  Federal  Government  under 
terms  which  have  permitted  the  net  proceeds  from  these  sales  to  be 
distributed  to  the  ordinary  patron  along  with  their  ovm 'patronage 
refunds.  1/ 

Although  there  are  few  services  which  the  cooperative  associ'-tions 
provide  to  farmers  thrt  ordinary  corporations  could  not  provide,  the 
patronage  dividend  v/hich  they  hold  out  to  their  patrons  is  a  powerful 
competitive  force.  Once  a  cooperative  associ;  tion  has  established 
itself,  farmers  frequently  find  that  they  can  do  business  with  private 
firms  on  terms  which  are  equally  favorable  to  those  on  which  they  deal 
with  the  cooperative.  The  vcr;/  presence  of  the  cooperative  as  a 
competitor  in  a  given  market  often  enables  all  the  fr»xncrs  in  that 

1/  In  practice,  this  appears  to  have  been  true  mainly  in  the  case  of  . 
service  cooperatives,  Mrxketing  contracts  with  the  Federal 
Government  usurJly  provide  for  refunds  to  the  'Governiiicnt, 


_  S  _ 


market  to-  sell   nnd  buy  on  ■hc*:tor  torms  thnn  they  co'ilrl   in  its  rbsoncce 
'T'he  benefits  .of  cooperation  rre,   therefore,   not   necessarily  li-nitcd 
to   those  farmers  who  patronize   cooperative  associ^'tdons* 

Although  the  orc'inrry  corpbrr'^'tion  usunlly  cnn  anc'  .fi*equently  docs 
perform,  the  snme.  services  for  frrmors  '^'s  those  performed  by  the 
cocDorative  association,   it  must  bo  rocofTiizerl.  th-'^t .  the  wimr^ry 
objective  of  the  ordinpT?''  coroorrtion  is  that  of  Ti?^Mng  p   profit 
for  its  ovmers.     There  is,   therefore,   fn  inevitable  conflict  of 
interest  "bbt-'-reen  the  or<^in^ry  ccrporation  as  bii^vcr  or  seller  and 
the   farmers  Kith'  vrhom  it   does  business..    The  cooper •'>tivo,   on  the 
other  hnnd,   is   usually  so  organized  ti^at   th-"-  interest  of  each 
member  as  an  o^^^er  is  int  least  rouf-hly  proportional  to  his  interest 
as  a  customer.     This  means,  that   there"  is  no  conflict  between  the 
objectives  of  tho  coo'ocrative  --^nd  of  its  mcr.ber-pntrons. 

Ba     How. farmers   share,  in  the  ben*' fits   of  cooDcr-^'tion  ■   •■  -    .    '.  . 

The  ini^ivic^ual  farmer  is  ordinnrily  both  rn  inv-^-stor  in,   ^^nd  a 
patron  of,   the  cooperative  associr»tion   of  vhich  he  is   n  mcnber.     His 
contribution  to   th'^  success   of  the  venture  is,   therefore,   a  tvrofold 
one,   involving  l:oth  his  capital   and  '-lis  T)ptronage,>     As   --^n  investor 
in  the  association,  he  is  promised  p  limited   r'^turn  on  his   ec^itv 
in  the  associntion.     As  a  patron,   he  is  projris'^c'   his  proportion'^te 
share  in  the  savings  marie  possible  by  his   contribution  to  the  pooling 
of  purchases  or  sales  and  in  any  income  i«hich  the  pssoci-'^tion  may 
derive  from  its  activitiesp 

The  individual   farmer's  share — as-  prtron — in  the  s'.iccess  of  the 
cooperative  association  of  ^'^hich  he  is   pi  member  ra^y  or  may  not  be 
reflected  in  the  size  of  his  pr^tronagc  divi(^endo     The  patrona,f^e 
c'ividenS   p'^yments  received  bythe  farmer  at   the  close  of   the  year 
mav  not   fully  reflect  hin  -nroTDcrtionate  share  in  the  ^oins   from 
cooperati\-e  buyin,j»;  or  selling.     The  size  of  the  patronage  dividend 
is  determined  by  the  particular  nricing  T^ethoc's  of  the  associr»tion, 
PiS  well  ns  b^'  its   efficiency  in  buying  and   selling. 

In  this  connection,   three  distinct   tv^es  of  nricing  policies 
nay  be  noted.      In  th^  first   category''  is   found  the  so-called  Sochd^le 
tyoe  of  "oricing  "oolicy,   the  (distinguishing  feature  of  which  is  the_ 
fact  that   the  Tirices   nt   v^hich  the  coo.perptive  buvs   fron  p.nd.   sells  to 
the  f-Tmer  arc   the  going  mar^^nt    •trices   for  the  conmoc'ities  handled. 
Patronage  dividenri  pnymentsin  this  crse  may  ther^'forp  be   srV^   to 
re"oresent   the  (difference  between, such  prices  anr'   the  necessary 
expenses   of  the  associ ^^tion^     The  seconri   category  covers  those 
situations  vrhere  it   is  not   feasible  to   follovr  pi  m-'^rket  •orice  "policy, 
yet  v'here  the  cooperative  is  unc'er  the  legal   obligation  to   return 
all   net   proceeds  to    its  ■o.^^trons,    nnd  m^y  therefore  -pay  pntronage  dividenc's. 
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There  are  various  ways  in  which  farm  cooperatives  can  increase 
farm  income.  They,  may  lower  the  cost  of  farm  supplies  hy  purchasing 
in  bulk  and  by  taking  advantage  of  trade  discounts.  Purchasing 
associations  with  experienced,  full-time  managers  c&n  protect  their 
members  against  adulterated  and  inferior  merchandise,  and- can  assist 
them  in  the  selection  of  those  supplies  which  are  best  suited  to  the 
needs  of  particular  farms.  They  can  time  their  purchases  to  take^ 
advantage  of  favorable  market  situations  and  exercise  a  wider  choice 
in  the  .selection  of  sources  of  supply.  They  may  extend  the  scope  of 
their  operations  from  merely  trading  to.  manufacturing  and  extraction.  . 
Marketing  cooperatives  may  increase  receipts  from  the  sale  of  farm 
products  by  providing  their  members  with  more  efficient  njid  economical 
sales  services,  products  may  be  stored,  graded  and  further  processed 
to  increase  their  salability.  Competition  between  fn.rmors  in  a 
prjticular  area  may  be  reduced  and  their  br.r gaining  position  in  the 
principal  mr.rkets  for  their  products  improved;  trademrwrks  or  trade 
names  may  be  established,  and  the  quality  of  products  may  be  improved^ 

In  addition,  the  capital  contributions  of  if  armors  to  cooperatives 
enable  them  to  share  in  the  normal  profits  derived  from  the  handling 
of  frxm  products  and  farm  supplies.  Among  the  marketing  associations, 
these  investments  have  taken  such  forms  as  grain  elcv.tors,  cotton 
gins  and  cottonseed  oil  mills,  creameries  and  choese  factories,  and 
in  the  case  of  the  purchasing  associations,  investments  have  been 
ma.de  in  wpxehouses,  retail  outlets,  fertilizer  factories,  and  oil 
refineries^  "  " 

Not  all  of  the  income  derived  by  the  members  of  a  cooperative 
from  the  association  is  directly  attributable  to  their  patronage. 
Some  cooperatives  do  substnjitial  amounts  of  business  with  non-members 
who  are  not  permitted  to  shpxe  in  patronr,gc  dividends.  Others  have 
bought  or  sold  agricultural  products  for  the  Federal  Crovcmmcnt  under 
terms  which  have  permitted  the  net  proceeds  from  these  sales  to  be 
distributed  to  the  ordinr.ry  patron  along  with  their  ov/n 'patronage 
refunds,  1/ 

Although  there  rxe  fev/  sorvices  which  the  cooperative  associrtions 
provide  to  farmers  that  ordina,ry  cdi^orrtions  could  not  provide,  the 
p.-^.tronnge  dividend  v/hich  they  hold  out  to  their  patrons  is  a  powerful 
competitive  force*  Once  a  cooperative  associ.'  tion  has  established 
itself,  farmers  frequently  find  that  they  can  do  business  with  private 
firms  on  terms  i^ich  arc  equally  favorable  to  those  on  which  they  deal 
with  the  cooperative.  The  very  presence  of  the  cooperative  as  a 
competitor  in  a  given  market  often  enables  all  the  fnxners  in  that 


1/  In  practice,  this  appears  to  have  been  true  mainly  in  the  case  of 
service  cooperatives.  Mrxketing  contracts  with  the  Federal 
Government  usur.lly  provide  for  refunds  to  the  '(xovernmcnt. 
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market  to-  sell  njid,  buy  on  bettor  terms  than  thc^r  coixLd   in  its  pbscncCe 
The  benGfits  .of  cooperation  nre,  therefore,   not   necessarily  li-nitcd 
to   those  farmers  who  catronize  cooperative  associr't-ions. 

Although  the  ordinr'Ty  corp6rr'=ttion  usunlly  cnn  and  .fi*equently  docs 
perform.the  same,  services  for  farmers  p<s  those  performed  by.  the 
cooDcrative  association,   it  must,  bo  rocofTiized  that .  the  primary 
objective  of  the  ordinary  corporation  is  that  of  nio'^ing  p  profit 
for  its  ovmers.     There  is,   therefore,   ^n  ine-^.rity-'ble  conflict  of 
interest  "between  the  ordinary  ccrporation  as  bii;^''cr  or  seller  and 
the   farmers  vdth' vrhom  it   does  business,.    The  cooper-'^tivo,   on  the 
other  h?>nd,   is   usually  so   org?^nizcd  f^at  th'^  interest  of  each 
member  as  an  o^nier  is  "at  least  ro'Jifhly  proportional  to  his  interest 
as  a  customer.     This  means,  that  there"  is  no   conflict  between  the 
objecti\'-es.  of  t^o  coo'ocrative  -'>nd  of  its  member-patrons. 


B. 


Hovf-irmers   share  in  the  ben^^fits   of  coo'ocr^tion 


The  individual  farmer  is  ordinnril^r  both  an  investor  in,   and  -a 
patron  of,   the  cooperi^tive  association   of  which  he  is   a  mGribcr,     His 
contribution  to   th^  success   of  the  venture  is,   therefore,   a  tvrofold 
one,   involving  l;oth  his  capital. and  'lis  patronage^     As   ^^n  invpstor 
in  the  association,   he  is  promised  a  limited  r-^turn  on  his   ean-ity 
in  the  association.     As  a  p.atron,   he  is  projrised   his  proportion'^te 
share  in  the  savings  made  possible  by  his  contribution  to  the  pooling 
of  purchases  or  sales  and  in  a.r]^r  income  i«hich  the  associ-'^tion  may 
derive  from  its  activitiese 

The  individual  farmer's  share — as-  prtron — in  the  s'.iccess  of  the 
cooperative  association  of  which  he  is  a  member  m^y  or  may  not  be 
reflected  in  the  size  of  his  patronage  dividend©     The  patronage 
dividend,  payments  received  by  ■'•.he  farmer  at   the  close  of  the  year 
mav  not   fully  reflect  hir.  -nropertionate  share  in  the  rains   from 
cooperati^'e  buyin.j?:  or  selling.     The  size  of  the  patronaf^e  dividend 
is  determined  by  the  particular  pricing  methods  of  the  association, 
as   well  as  b^'  its   efficiency  in  buying  and   selling, 

*  • 

In  this  connection,   three  distinct   tvTDes  of  Dricing  policies 
may  be  noted.      In  thr  first   catcpor;'r  is   found  the  so-called  Hochdale 
tyoe  of  Dricing  Dolicy,   the  distinguishing  feature  of  which,  is   the_ 
fact  that   the  prices   at  which  the  cooperative  buys   fron  and   sells  to 
the  f-^rmer  are  the  going  mar^'-nt   "oricos   for  the  conmodities  handled. 
Patronage  dividend  payments   in  this  case  may  therefore  be  said   to 
re-oresent   the  difference  between..such  prices  and   the  necessary    " 
expenses  of  the  associationo     The  second   category  covers  those 
situations  vrhere  it   is  not   feasible  to   follow  pi  m-Tket  price  policy,    ■ 
yet   where  the  cooperative  is  under  the  legal  obligation  to   return 
all   net  proceeds  to   its  -o-f^trons,   and  m-^y  therefore  -pay  patronage  dividends. 


r^ 
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In  sonc  cr.scs,  for  cxr.-iplc,  there  nr.7  tc   no  clcrxly  established 
n-rk.-t  price  bcc-^use  of  lick  of  cornpctition;  r.nd  the  prices  pr^id 
■b7  a  narkcting  association  nny  be  more  or  loss  arbitrary.  Final  pay- 
ncnts  to  patrons  in  such  cases  arc  an  adjustnent  which  does  not 
acciir'^tely  neasure  the  gain  fron  cooperative  burring  or  selling. 
The  third  category  includes  those  cases  where  a  purchasing  associ- 
ation follows  the  practice  of  selling  at  cost-plus-cstinrted 
expenses  or  whore  a  marketing  associrtion  pa;''s  a  price  bnsod  on 
sales  value  ninus  estinated  cost  of  operation.  In  such  cases, 
patron-ge  dividends  will  be  paid  infrequently  if  at  all.  Whatever 
benefits  the  patron  nay  derive  fron  his  dealings  with  the  associ- 
ation will  bc~ currently  reflected  in  the  higher  prices  he  receives 
for  his  product  or  the  lower  prices  ho  ppys  for  his  supplies* 

In  practice,  it  appears  th.at  a  l.'>jgo  proportion  of  cooperatives 
return  the  benefits  of  cooperation  to  their  nenbcrs  without  the  use 
of  patronnge  dividends.  The  prcvailing-pr ice-pat ronage-dividcnd 
technique  originated  anong  the  purchasing  cooperatives  and  has  not- 
been  -universally  adopted  by  narketing  associations,  although 
charters  and  by-laws  porr.it  its  use.  Even  ar^ong  purchasing 
cooperatives,  a  few  of  the  associations  sell  directly  at  cost-plus- 
estinated  expenses,  or  at  a  price  belovr  the  nrj:l:ot,  but  high  enough 
to  yield  snail  patronage  dividends,  l/ 

The  t;y'pical  marketing  cooporative  operates  under  a  marketing 
contract  in  vdiich  the  association  undertrices  to  pay  the  frjner  the 
entire  proceeds  fron  the  sale  of  his  product^  less  certain  deductions 
for  hrndling  expenses  and  for  capital  contributions.  2/   In  sonc 
cases,  the  farner  receives  the  full  going  locrl  price  upon  delivery 
to  the  cooperative,  but  more  often  he  gets  only  a  down  paj'nent,  the 
balance  to  be  paid  in  successive  installments  as  the  crop  is  sold. 
The  size  of  the  down  paynont  is  determined  by  custom  or  by  the 
financial  condition  of  the  association  ?jid  does  not  represent  what 
the  farmer  could  have  received  had  he  sold  his  product  outright  to 
private  bujrcrs.  The  sun  of  the  installnents  represents  the  net  or 
adjusted  price  of  the  product  rfter  all  or  nost  of  the  cooperative's 
expenses  have  been  deducted.  Usually,  no  attenpt  is  made  to  segregate 
araounts  representing  the  local  market  price  of  the  product  from  the 
net  distributed  proceeds  of  the  cooperative. 


1/  The  practice  of  pricing  on  a  cost-plus-expenses  basis  was  common 

20  years  ago,  but  h'-s  been  largely  abandoned  because  of  the 

resentment  of  competitors. 
2/  Since  these  capital  pa^Tncnts  rre  deducted  fron  gross  sales  proceeds, 

they  arc  not  non-cash  prtronruge  dividc:-ds,  but  direct  crpital 

contributions  or  assessments  on  a  patronage  basis« 
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No  current  d,ata  are  available  showing  how  najiy  cooperatives 
follow  the  prox^ailing-price-patroncage-dividend' method,  but  some 
information  is  availrble  from  a  statistical  study  of  cooperatives  made 
in  1936.  1/   In  that  ycrr,  there  were  10,752  frj:mers»  marketing  and 
purchrsing  associations,   Of  the  7»^2S  associations'  engaged  prinr.rily 
in  m,"rkoting,  only  2,339,  or '32  percent,  reported  paymqnt  of  patronage 
dividends.  Of  the  3,325-  purchasing  associations,  5U  percent  reported 
patronage  dividends.  The  combined  ratio  for  all  associations  was 
about  35  percent.  These  figures  nre,  of  dourse,  not  conclusive, 
since  some  cooperatives  which  ordinarily  pay  patronrge  dividends 
nvy   have  failed  to  do  so  in  193 6.  Moreover,  the  aggre^-te  figures 
do  not  give  sufficient  weight  to  the  large  associations  and  to  those 
in  the  more  important  marketing  fields  vjnere  patronage  dividends 
are  the  rule.  Nevertheless,  these  193^  data  indicrte  .that  a  signi- 
ficant proportion  of  cooperatives  do  not  distribute  any  of  the 
benefits  of  cooperation  in  the  form  of  patronage  dividends.. 

One  advantage  of  operating  on  the  prevailing-price  method  is 
that  it  enables  the  associrtions  to  use  their  net  rnxgins  as  a 
source  of  capital.  Patronage  dividends  are  not  rli-mys   paid  out  in 
cash.  Und-er  the  by-lavfs  of  nc.ny  associrtions,  the  patrons  are 
either  required  or  given  the  option  to  leave  amounts  due  them  with 
the  association.  In  lieu  of  cash,  the  patron  nay  receive  an 
interost-becaring  or  non-interost-bearirg  certificate  of  indebtedness, 
a  certificate  of  equity,  or  c.dditional  sh'^res  of  capital  stock. 
This  enables  the  o-ssoci-^tion  to  build  up  its  working  c^-oital  and,  over 
a  period  of  time,  gives  the  patron  an  investment  in  the  associo.tion 
proportional  tc  the  amounts  of  business  he  does  with  it*  2/ 

Som.e  of  the  benefits  derived  by  the  patrons  from  their  dealings 
with  cooperative  associations  accrue  only  indirectly.   Cooper;^ tivcs 
arc  permitted  to  obtain  capital  funds  by  setting  up  reserves  without 
r^Mng  a  corresponding  non-cash  distribution  to  their  p'-'trons.  Most 
of  the  State  laws  under  which  farm  cooperatives  operate  require 
certain  a:iounts  to  be  sot  aside  for  general  contingencies.   In  addi- 
tion to  these  mnndatorj^  reserves,  however,  cooperatives  frequently 
accumulate  reserves  for  specific  contingencies  and  other  purposes. 


1/ 


2/ 


1/  Statistical  Handbook  of  Farmers'  Cooperatives,  Farm  Credit  Adminis- 
tration, Cooperative  Division,  Washington,  193S.  Bulletin  2d. 
A  substanti.al  number  of  associ-^.tions  issue  capital  stock,  certi- 
ficates or  othr;r  evidences  of  equity  interest  or  simple  book 
credits  in  connection  with  the  revolving- fund  method  of  finr^ncing. 
T'/here  the  revolving- fund  method  is  used,  the  oldest  outst.-^nding 
capital  is  retired  pftcr  a  sufficient  amount  of  capital. has  been 
built  up.  Thereafter,  as  additional  capital  becomes  available, 
a  similar  aj.iount  of  older  capit.al  is  retired.      .  , 
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III.     Present  tax  trcp.tnont  of  farn  cooperatives 
•under  the  Federal  incone   tax 

A.     Backgroiind  of  the  present  treat:nent 

The  Act  of  1913,  which  ir.poscd  the  first  inco:.;C  tax  imder  the 
Sixteenth  Ar.cndncnt,  nade  no    specific  reference  to  farners'    cooper- 
ative associations,  "but  it  did  expressly  exor.:pt  fron  tax  "a^^ri cultural 
and  horticTiltnral  or-^janizr.tionso"       The  Tre-sury  DeparL^ient  construed 
tids  ej(D::!ption  to   include  all  farner  and  fr^ait  ;2T0wer  associations 
without  capital   stoclr  represented  "by  share s>  if  their  ptarpose  was  to 
pronote  the  nut^^al  benefit  of  their  r.cr."bers  in  grovint,,  narve sting, 
rjid  narketin^  their  products  and  if  their  incone  was  derived  wholly 
fron  neiibership  fees,   dues,   and  assessments  to  meet  necessary  ejcpenses,  l/ 

The  1913  Act  also   oxcupted  riutual  savings  "ban'.s  not  havihei:  any 
capital   stock  represented  "by  sh-.rcs.     However,    it  prescribed  a  rather 
different  treatnent  for  nut-^al  fire  insurance  co::panies  whose  nenbers 
nade  preniun  deposits  to  provide  for  losses  and  expenses.     These 
insurance  conpanies  were  not  req^aired  to  include  in  taxr.ble  incor.ie 
cOiy  portion  of  the  prcnixuns  returned  to  their  policyholders  as 
so-called  policy  dividends.     Incone  fron  other  sources  and  proniun 
paynents  retained  "by  these  conpanies  for  purposes  other   than  the 
paynent  of  losses  rnd  expenses  and  reinsujance  reserves  were, 
however,   taxr.ble.     The  Treasury  by  ancalogy  adopted  in  19l4  a  similar  rule 
for  fnxn  cooperative  associations  which  v/ere  not  cli^jiblo  for  exemption 
under  the  I913  ACt  and  pemittcd  then  to  exclude  patroniii^e  dividends 
fron  gross  incone,  2/ 

In  1916,   Congress  specifically  extended  the  cxenption  to   "farners', 
fruit  grov/ers' ,   or  like  associations,  organized  and  operated  as  the 
sales  agent  for  tht>  purpose  of  nr,rkcting  the  products  of  Its  nenbers 
and  turning  hack  to   then  the  proceeds  of  sales- less  necessary  selling 
exi^enses,   on  the  basis  of  the  c-ioantity  of  produce  frijrnished  by  then,"  _2/     ' 
Express  statutory  exonption  was  granted  on  the  sane  terns  to  a^xi- 
cultural  purchasing  cooperatives  in  I921.  U/       In  order  to   qualify  for 
the  exenption  under  the  I916  Act,   a  cooperative  hr.d  to   satisfy  the 
Connissioner  of  Internal  ficvenuc  that  its  b.isiness  was  that  of  narketihg 
products  for  its  nenbers  and  that  the  entire  proceeds  of  such  iicarketing 
had  to  be  turned  back  or  paid  to  such  nenbers  on  the  basis  of  the 
quantity  of  produce  turned  in  by  then,  ^/     The  Regulations  under  the 
1916  Act,  like  those  under  the  I913  Act,  provided  that  any  cfo operative 


1/  T,D.  lyUa. 

2/  See  T.D.  1396 • 

3/  Section  11(a)  Eleventh,  ficvenue  Act  of  I916. 

5/  Section  231(11),  fieven-e  Act  of  I92I, 

5/  Regulations  33.  ^rt,  75. 
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association  vhich  could  not  qualify  for  ^^^'^/^^^P*^""'  ^^^^tfLth  f 
not  act  strictly  as  agent  tut  purchased  P'^'^^^f /"^"^  ^°f  ^^.l'^^'^^., 
view  towrxd  selline  it  for  gain,  night  nevertheless  exclude   f^on  Gross 
Incone  Pai  ar.ounts  p.dd  to  ne,Aers  on  the  hasis  of  quantxty  of  goods 
handled  for  thou.     Ihus  one  Icind  of  tax  treatnent  was  prcscrxbed  for 
the   so-called  agency-type  cooper^.tive  ^^ich  wr.s  d.ened  not  to  have 
incone,   -nd  a  different  treatnent   for  the  association  taking  ti .le  to 
tSecio'^nodities  handled  hut  under  contract  to  return  to  i.s  patrons  on 
the  hasis  of  patronage  the  Dulk  of  its  net  proceeas. 

In  the   decade  hetween  I916  nnd  1S26,   there  «ere   suhstajitial  changes 
in  the  trjc  statutes  and  Treasury  Reg-alations  "^^'''/ll'eootto   f^n 
cooperatives.     In  the  helief  that   Congress   desired  the  exenption  to  to 
ronst^^ed  hroaaiy.   the  Treasury  nxled  that  ^^^^^^:^.  ^^JlZl 
ative  would  not  he  denied  exenption  because  it  h.ad  outstrj^dinc,  c^-pi-U 
stock  on  which  it  paid  a  fixed  dividend  anountmg  to   the  l-^t^-;-;; J^'-^^  °^  . 
interest,  provided  that  all   such  capital  stodc  was  ownoa  hy  f.-xncrs,  1/ 
Sonewhat  later  it  was  held  that  an  otherwise  exenpt  cooperative  could 
accunulate  .^d  riaintain  a  reserve  required  hy  State  laws  as  w.ll  c  s  .. 
fixed  fund  or   ^rplus  for  the  .roction  of  huildmgs  ^-f /^'-"^f  ^°^.,. 
required  in  its  business,  without  losin,-;  its  exenpt   sta.us.  |/  ^J*^^^ 
later  the  Treasury  ru.led  in  effect   thr.t  an  exe:^t  n^"f«"°t^  =°°^'^^-J^^^° 
need  not  be  ooeratod  strictly  as  an  agent  of  its  nerAers  but  ooula  taJce 
title  to   connodities  without  losing  its  exenpt   status,   f  °-"^^°^  "^',* 
it  turned  back  to  prod^xers  the  proceeds  of  tne  sales  of  f  "^.. ?^°^f *!' 
loss  necessary  operating  expenses,  on  the  basis  01  proauce   fur.ashed  by 
then,  j/ 

In  the  Revenue  Act  of  igSS,   Congress  incorporated  these  atoinls- 
trative  rulings  into  statutory  law  and  at  the   sp^e  tine   ostablisned 
cloar-cut  tests  of  eligibility  for  the  exenption.     Eiese   ff^^^^^ 
provisions  h^^e  roiiained  virtually  intact  to  the  present  iv-     Althou^ 
there  hr.s  been  no   legislation  bearing  directly  or,  the  exclusion  of 
patron-^ge  dividends,   the  non-exenpt  associations  have  continued  to   enjoy 
the  right  of  excluding  such  paynents  fron  their  taiiaole   moone. 

With  this  brief  historical  introduction,   it   is  now  possible  to 
proceed  to   the  discission  of  the   exenption  and  exclusion  in  their 
present-day  application. 


1/  Re,Tvaa->lons  ^5$   ^t<,   522o 

1/  B-cgglations  62    (1922  ed),  Arta   522e 

j/  Regulati^ns^_6^»  Arto   522« 
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B.     Tax  exonption 


Aon 


1,     Eli.^il)ilit7  for  the  excnptiqn 

Eligibility  of  f?jners»    cooperr.tive  associations  for  incone  tax 
exeiTOtion  is   strictly  United  by^tr.t-tory'pro visions  and  adninis- 
trative  interDretationso  l/     The  procise  nnnber  of  exenpt  rjid  non- 
exenpt  associations  is  not  ^oio^m,  >Tt  one  nc^  infer  fron  the  n^^noer 
of  Forn  950  returns  filed  by  farm  cooperative  associations  for  iy^3, 
that,  between  5,000  and  6,000,  or  a  little  -ore  than  one-hrJ.f  of  the 
active  associations,   are  today  exenpt r  2/ 

The  exenption  apT:>lies  only  to   farners'   associations  organized 
rjid  operated  on  a  cooperative  basis  which   (a)   uoxkot  the  prod^^cts 
of  nenbers  or  other  Drod-^cers  ojid  retnrn  to  then  the  joroceeas  of 
sales  less  necessary  :.ir.rkctins  expense  on  the  basis  of  the  qnrJitity 
or  val.ie  of  the  prodncts  f^-rnishcd,    or   (b)  p.7rchasc   s^.pplies  and 
cq..ipnent  for  their  nenbers  or  others  at  cost  pl^.s  necessary  cxpcnseso 

'With  respect  to  both  aarkcting  -Jid  pii.rchad.ng  associations,   the 
stab^tes  rx.d  rec^.lations  require  that   there   shall  be  no  cascrininr.ti, 
between  nenbers  ajid  non-nenbers  in  ret^Trning  the  net  proceeds  to  the 
patrons  in  proportion  to   the  prodnce  nrxl^eted  or    ^^P?l^^%^\^f ^^^f '  -2/;. 
in  other  words,   the  ner.Aers  of  exenpt  cooperatives  .so  not  allowed  to  nake 
r  prof  it  o.t  of  the  b^^siness  done  with  non-nenbers.     Moreover,    the   statnte 
specif icaiy  provides  that   the  exemption  shall  bo  lost  ^^^^^^  ^^^^^  ^^^^^^     w 
nprkets  or  p^^rchases  nore  prod...cts  for  non--nenbers  tnan  it  does  for  nenbers.  4/ 
p;rch.sing  associations  lose  their  exenption  if  more  th.^.  I5  percent  of 
their  p'rch^se     a^e  for  persons  who  are  neither  nenbers  nor  prod.cers, 

'    1/  see   Intornal-Ile";i^;:;r5^^sec.   101(12)   ^^--^  J-£22l:iii£B±J^^^ 

•—'i  ■ — ' — ~ '^^A   j.^  vo   ■p-iTor'  Ti-r  '"T T    orrpnizations  excnpT; 

2/  Forn  990   retiirns  nre  req^^irea  to  be   ti^ca  oy  . —  ux.^.ah.^^^^  x- 

-'  fron  fax.ndor  section  loi  of" the  I^if -^^^^-^^^^-^iOfJ^^S^.f  ^^^^^^^ 
religions,   olv-Jitr.ble,  and  cd„cr-.tiorial  orerar.izations^     (InUrnP.lgvO£^ 

Codct  sec.  5Hf).)     A  totr.1  of  5.595  ^orn  990  ^^t';^''-" Jf "  ^^^f  Z.T 
T^vt  farr.ers'    cooperatives  for  income  yor>xs  ^jegmrxne  in  igt;,,  which 
f;^^iSstyon^?o^„hicn  the  returns  h..voT.oontaWatcd       Altho^v* 

it  is  oelievsd  that  nost  associations  req.,irod  to   file  did  so,   it  is 
:  ■        iL     s  ?io  lo  s.-^  how  conpleto  the  covcr.^o  of  ^^-%^-f-;f  "^if''^"' 

acWlly  was.     Appendix  S  shov.s  a  ^i-'-'^^''=\'.'  ''Xll^liXcT^l     19Ult) 
farners-    cooperatives  for  191^3   (retnrns  reccivoa  thro-v^n  December  3I     19^4, 
tv  size  of  -TOSS  Incone  and  receipts  o.nd  of  total  assets.     It  n..s  not  teen 
pLsifle  ;o^sogreeatc  the  tax  returns  of  taxn^lo  -°P--*^^--/-,S5' 
of  ordin-jy  ooroorations.  Vt  a  <r,estion  has  Deen  addoc.  to  the  igtb 
corpor^.tion  Inc^r^.e  tax  return  (F,rn  1120),  v*-ich  will  pemit   s-,ch  a 

3/  ^:Sr^^thJ°Lt=',Lati;L:1hfrrcers:;^r condition  Of  e,,al  treatnent  of  nen.er 
^'  !^d  non-renb^r  patron^  is  not  violated  if  the  association  credits  the 

Sro°a.^o  dividends  of  non-neriers  tov^.rd  tho  p,r chase  prico  of  a  shaxo       • 

U/  f  ne*ter*is  defined  in  the  Eeg-lations  as  anyone  who  shnxes  in  the  profits 
-'   Of  th^  association  .x.d  is  entitled  to  prrticipr-to  in  ^°-^^^±;lJ^^ 
association.     In  a  stock  cooperative,    therefore,  tho  ^^'?^'/.\:^'=  *f  ,^^^°" 
of  the  votms  connon  stock,  and  in  a  non-stock  cooperative  tne/  .-re  tnose 
with  no-.Tjership  certificates  and   the  right  to  vote. 


I 
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The   statute  limits   the  method   of  financing  open  te   exempt   cooper- 
atives^      If  ca-o1tal   is   rrised  ^r  the  sale  of  stock,   s'ibstan.tially  all 
the  stock   (except  non-- voting,   nonr-participating  preferred  stock)   mast 
be  he] a  by  farners,   and  dividend     rates  mast  be  limited  to  no  m.o-e  than 
S  percent   or  the  legal   rate  of  interest  .in  t^e  State  of  incor-^orption, 
whichever  is   greater, 

Thas,    in  order  to   enjoy  tax  exem-ntion^   cooperative  associations 
mast  be  controlled  by  their  farmer  patrons  and    must   do  most   of  their 
business   with  them,     Buvsiness  .vdth  the  Federal   G-overnmert,   or  its 
agencies,    is,  however,   disregatded  in  'determining  the  right   to 
exem"otion,  ,        . 

The  Trer-sury  has  held   that   exemption,  is   not   con-^'ined  to   farni^rs  * 
cooperatives  vhose  members  are  actually  farmers,   but    extends  to 
federated   farmers'   cocppratives  pnd   subsi'^iaries  of  exemiot.  cooper- 
atives which  meet  the  statutory  tests,   if     Exem.TDtion  has  been  grr^nted 
to  marketing  and  purchasing  associations  whose  activities   include   . 
manufacturing  or  processing  vhere-  these  acti-^'ities   are  necessarv  to 
the  efficient   discharge  of  the  basic  functions   of  the  organization, 
Su-DT)iies   and   eouipment   purchased   i-ave  "'■een  defined  as   including 
"groceries  and  all  other  goods  and   merchandise  use'^  by  farmers   in 
the  operation  or  maintenance  of  a  farm  or  farm.er^s  household,"   2/ 

2,     Benefits   derived  from,  the  exemption 

The  benefits  derived  from  outright   tax  exem-^tion  sucstantially 
overlap  those  attributable  to  the  i^atrona=^e~d,i"^'''end    exclusion. 
Nevertheless,   there  are  certain  advant-ges  v^hich  ^'ould  be  lost   to 
exem-nt   cooperatives  if  the  exem.-'otion  ^^^er?  repealed  and   the   excl'^.sion 
continued.      Some  of  the  FiOre  important   of  these  advantages  will  be 
discussed  belo^-', . 

&o     Exem'i'ition  of  income  "oaid  out   as 
divi'-"'enf"^s   on  caiDital    stock 


In  19*^6,   the  latest  "^ear  for  ^Aich  com-olete  data  are  available, 
about    gO-T)ercent   of  all  farm  roo-O'^'Tn.ti'^o  associations /-ere  organized 
^^'ith  capital   stoc^-,   3/       7-0 '"ever,    it   is   reported   that   t'-ere  is   a  growing 
tendencv  to   Prefe^'  the  non-stock  type  of  associations.     Although  the 


IT     Un-^rr   Intrrnal  P,e--enue   C-^/^e,      sec,ini(l3) , ,  an  exer."t    farmers' 
cooperative  may  also  org'^nize  anr'-   opera.'^e  a  corporation  for  t'-'e 
purpose  of  financing  ordinary  crop  o"">erations ,   pro^'ided   the  reouire- 
nents   concerning  control,   di'-i-^end   rate,    e.nf^   reserves   described  in 
the  previous  paragraphs"  are  met, 

2/     Be'^ulations  111,      sec.29.10l(l2)~l  (b),  '       ,    . 

7./     A  ot,at-ir>^.  ioal  K^ndbnok  of   Farmers'    Cooperati'^r^s ,    .Farm   Credit 

~"  _    Administration,    Cooperative  T^i-'ision,   '.'ashing-^on,   ^.C,   '"u"!''rtin 
Fo,   26,  November  193^,  p,g..  ■    ' 
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Be     Tax  excnption 


1.     Elifixbilitj/^foT  tho  excnption 

Eligibility  of  farmers'    cooperp.tivc  associations  for  incone  tax 
excnption  is   strictl-  United  by%tat-tory 'pro visions  and  adninis- 
trrtive  interDretationso  l/     The  procise  nnnber  of  exenpt  pjid  non- 
exe:-pt  associations  is  no't  ^oiovm,   b^it  one   nay  infer   fron  the  ^^^^'^^r 
of  Forn  9S0  returns  filed  by  farm  cooperative   associations  for  I943, 
tnat  between  5,000  rmd  6,000,   or  a  little   nore  than  one-hrJ.f  of  the 
active  associ-^tions,   are  today  exenptc  £/ 

The  exerption  apT^lies  only  to   farners'   associations  organized 
rjid  o^Dcrated  on  a  cooperative  basis  which   (a)   nrxket  the  prod-cts 
of  nenbers  or  other  nrod-^cers  rjid  ret.Trn  to  then  the  proceeds  of 
sales  less  nccessaary  :.ir.rkctins  expense  on  the  basis  of  the  qncantity 
or  vpl^ie  of  the  prodncts  f^-rnished,   or   (b)  p..rchasc   s^.pplies  and 
cqvipnent  for  their  nenbers  or  others  at  cost  pl.is  necessary  expenses^ 

'With  respect  to  both  aarketing   and  prrchaslno  associations,   the 
stab.tes  and  rec'.lations  require  that  there   shall  be  no  discrir.i nation 
between  ncnbers  ojid  non-nenbers  in  ret^Trning  the  net  proceeds  to  the 
patrons   in  proportion  to  the  prod.ce  nrxlxted  or   ^^P3^1^^^%^^\^^^;'^,^f  *  ^/^ 
m  other  ^.ords,   the  nenbers  of  exenpt   cooperatives  rxo  not  allowed  to  nrJcc 
a  profit  o,.t  of  the  b^^siness  done  with  non-nenbers.     Moreover,    tne   statntc 
spscific.aiy  provides  that   the  exerption  shrJl  bo  lost  ^^^^^^^^f ]°^^:;XV3     w 
narkets  or  p^^rchr.ses  nore  prod...cts  for  non-nenbers  tnrJi  ^K^l'llJ^taf  ^ 

P,.rcl-sing  associations  lose  their  excnption  if  nore  than  I5  percent  of 
their  p,rch-ases  are  for  persons  who  are  neither  nenbors  nor  yrodr.coTS. 

1/  See   Internal ^Hevenno    Code,    sec^  101(12)   riid  Ro^iil^ti^iaj:,    sec.  29.101(12) 
2/  Porn  990   ret..rns  rre  reiTired  to  be   filed  by  all  ors^mzations  exenpt 
-     fron  tax..nder   section  101  of'the   Int or nal_Jc:vcnnC_Cg^e  except   certain 
rengio's.   clorxitable,  and  educational  or,:anizations.      (internal  geven:^ 
Codet  sec:  5^^).)     A  total  of  5,5S5  ?orn  99O  returns  were  fxled  oy  tax- 
T^it  farr.ers.    cooperatives  for  incone  yenxs  ?^f  ^^^^^  in  194.»  wh^^^^^^ 
is  the  latest  year   for  whicn  tho  rctnrns  have    oeen  tabnlated,     ^t.on.Ji 
it  is  believed  tlia.t  nost  associations  req^.ired  to   file  did  so,   it  is  , 

■        ino'ssible  to   sa;;  how  conplete  the  coverage  of  these   infornat ion  ret.rns 
acV^ally  waso     ^^pe.dix  S  sho.s  a  distrib-^tion  of  returns  of  exe  pt 
farners'    cooDoratives  for  19i^3   (ret.,rns  reccivoa  thro...rn  Dece^.b.r  3I,   19^4) 
bv  size  of  -ross  incone  and  receipts  and  of  total  assets.     It  nas  not  been 
Ss^ible "o^screcate   the   tax  returns  of  taxable  -operatives   fron  those 
of  ordinarv  con^orations,   b^^t  a  q-^estion  has  been  adacu  to    .ne   19^6 
...       corporation  incone  tax  ret^.m   (Forn  1120).  which  will  pemit   s^ch  a 

«?e^reration  for  l^^US  and  later  yenrso  ^     ^         v^ 

3/  ^nder'the  L;.lations,   the  necessary  condition  of  eq.al  treatnent  of  nenber 
^'  Ind  non-nenber  patrons  is  not  violated  if  the  association^ credits  the 

patrona,3e  dividends  of  non-nenl)ers  toward  tho  pxr chase  price  of  a  share       • 

V  f ne'ber\s  defined  in  the  Re.^^ations  as  anyone  who   shares  in  the  profits 
-^   of  the  association  and  is   entitled  to  participate   in  ^ho  -m-^-enent   of  t^^ 
associ-^tion.     In  a  stock  cooperative,    therefore,  tne  nenber s  rxe  tne  owners 
of  th"  voting  connon  stock,   and  in  a  non-stock  cooperative  they  are  tnose 
with  ne-:bership  certificates  and  the  right  to  vote. 
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The   statute  limits   the  method   of  financing  open  te   exempt   cooper- 
atives*     If  ca-oital   is   rrised  by  the  sale  of  stock,    substantially  all 
the   stock   (except   non-voting,   nonr-participatin^  preferred  stock)   mast 
be  he?d  by  farners,   and  dividend     rates  must  be  limited  to  no  m-ce  than 
8  percent' or  the  legal   rate  of  interest  .in  t^e  State  of  incor':)or?tion, 
whichever  is   greater. 

Thus,    in  or(^er  to   enjoy  tax  exemption,   cooperative  associations 
must  be  controlled  by  their  farmer  patrons  an''    must   do  most   of  their 
business  yith  them,     business  vrith  the  Federal   Governmert ,   or  its 
agencies,    is,  however,   disregatsi'ed  in  'determining  the  right   to 
exemotion,  .        . 

The  Trer-sury  has   held   that   exem.ption   is   not   con-^ined  to   farmers' 
cooperatives  vhose  members  are  actually  farmers,   but    extends  to 
federated   farmers'   cooperatives  rnd   subsi'^iaries  of   exempt,  coo-per- 
atives  vrhich  meet   the  statutory  tests,   !_/     Exem.otion  has  been  granted 
to  raarketihg  and  purchasin;^  asso^^iations  whose  activities   include   . 
manufacturing  or  processing  vhere-  these  acti^'ities   are  necessarrr  to 
the   efficient   r'ischarge  of  the  basic  functions   of  the  organization. 
Su-m-)lies   and   eouipment   purchased   v?ve  heen  defined   as   including 
"groceries   and  all  other  goods  and   merchandise  use'^  by  farmers   in 
the  ooeraticn  or  maintenance  of  a  farm  or  farm.er^s   household,"    2/ 


2.     Benefits   derived  from,  the  excm.otion 

1 1».  ■  i»  .     ■  —         ■'• 

The  benefits   derived  from  outright    tax  exemotion  sucstantially 
overlap  those  attributable  to  the  ■"-^atronare-d.ivi'-'end    exclusion, 
Nevertheless,   there  are  certain  advant-ges  v^hich  ^'ould  be  lost   to 
exem-nt   cooperatives   if   the  exem.otion  '•^er'^-  repealed  and   the   excl'^.sion 
continued.      Some  of  the  more  important   of  these  advantages  will  be 
discussed  belo^-'. . 

&o     Exeniition  of  income  naid   out   as 


d  i V  i '""'  en^"'  s   o n  c  aiD  i t  al 


stock 


In  19'^6,   the  latest  vear  for  ^-'hich  com-plete  data  are  available, 
about    20-Dorcent   of  all   farm  coco'^-rati-'G  associations /••ere  organized 
^^'ith  caoital   stoc^',   3/       rc-'ever,    it   is   reiDorted   that   t'-ere  is   a  growing 
tendencv  to   "orefe-^  the  non-stock  tyi:>e  of  associations.     Although  the 


T7     Un-^er   Intrrnal  P.e-^enue   C'/^e,      s ec ,  1  (^1  ( 1 3 ) » .  f^^  ^'-' ^-"^   ^^ ^-^"^ ^  ' 
coo"Derat  ive  rna:.-  also   orf^nize  an''-   ooera/^e  a  corporation  for  t'-'^e 
purpose  of  financing  orr'lnary  crop  o->erations,   prc'if^e'^   the  reouire- 
ments   concerning  control,   f'i'n^end   rate,    an'^   reserves   .-^escribed  in 
the  orevious   -oara graphs' are  met, 

2/     Be'^ulations  111,      5ec,29.10l(l2)-l  (b) .  '       ,    . 

7  /     A  ot.at  i  st  i  oal  K-^nd'hopk  of   Farmers'    C^ooerati-'-r's  ,    .  Fa  rm   Cr  ed  it 

~' _    Administration,    Cooiio-^ative  Pd-'ision,   "'.■ashin^-^on,   ^.C,  ''u"!''r^.in 
Fo.    26,  November  1938,   p,g. 
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st.it-vitc  perr.its  coopcrr,tivcs  to  pay  the  higher  of  8  percent  or  the 
le£;r.l  rate  of  iJiterest  in  the   Sta,te  of  incorporation  on  the  valnc 
received  for  the   stock,  the  rate  actur.lly  paid  on  the  averar^e  today 
is  probably  "between  3  and  5  percent.     In  th6  absence  of  the  exemption, 
that  portion  of  the  net  earnin{;;s  which  cooperatives  distribute  to 
their  stockholders  as  dividends  on  stock  woiild  be  taxable  as  income 
of  the  corporation,     Tor  I9U3,  cxerpt  coopcrntive  associations  reported 
dividends  on  capital  stock  anoTintin,^:  to  $11«7  nillion,  3./  At  present 
rates,   this  would  r.ean  a  naidLriun  ta.x  savin;;;  of  about   ^il»4  nillion 
attributable   to   the   exenption  of   dividends,  2/ 

In  counterinj;;;  the   argument   that  they  derive  a  substantial 
advantar^c  fron  their  ability  to  distribute   tax-free  dividends  to 
stockiioldcrs,    the  cooperatives  advance  an  offsetting;  consideration. 
Tlicy  a,r.'aie  tiiat   their  dividend  paynents  are  of  a  completely  different 
econonic  character  fron  those  paid  by  ordinary  corporations  in  that 
they  represent  essentially  only  a  fair  "wr.];e"   for  the  use   of   capital. 
In  a  corporation  the  stocldioidcirs  nay  receive    (subject  to   declaration 
by  the  directors)   all  of  tlie   net  profits  of  the  business  after  payncnt 
of  expenses  and  satisfaction  of  creditors.      In  a  coopera,tiv&,  however, 
net  proceeds  a.bove  United  dividends  arc  distributed  on  the  basis  of 
patronage  rather  than  stock  ovmership,     Accordinr;ly,   it  has  been  argued 
that   the  incidents  of  ownership  are  vested  in  the  ner.bers  as  custoriers 
rather  tiiaji  as  stocl'iiolders  and  that  the  United  Qvidends  which  oust 
be  paid  on  capital  contributed  to   the  enterx^rise  arc  an  expense   or 
chari^e  against  earnin^js  and  so   are  akin  to  en  interest  payrient.     In 
rebuttal  to   tliis  ar^^'-ient,  however,    it  :.\p:y  be  pointed  out   that, 
except  in  the   case  of  certain  public  utility  corporations,  j/  ordinary 
corporations  are  not  allowed  a  deduction  for  the  linited  dividends 
paid  on  preferred  stock. 

b,     Dxeiiption  of  jncor.e  retained  as  resorvos 

Cooperatives  nay  accunulate  capital  funds  out  of  operating  rnD^rrXus 
in  two  ways^     First,   they- nay  retain  all  or  part  cf  the  cash  proceeds 
fron  operations,   \^iile   still  fulfillin;;  their  contractual  oblir;ation 
to  return  net  operatin-;;  vp^vcIilS  to  patrons.     In  lieu  of  cash  payrxnts, 
th.e  by-laws  of  cooperatives  usually  pernit   then  to  distribute  patronage 
dividends  in  the  forn  of  so:"e   evidence   ;-f  the  pp.trons'    equity  in  the 
retained  funds  or  to  nake  book  credits  tc  x^atrons'   a.ccounts, 

1/  Supplenent  to    Statistics  of  Incoie  for  IS'43,  Part  2,   Treasury 
Departr.ent ,   Nov enb or  19^5 •       ■  '■ 

2/  The  ostinate  of  $U,U  nillion  of  tax  savin.-  is  33  percent   of  the 

"     $llo7  nillion  of  dividends.     'Ihis   is  a  naxinur.i  fir-riire,    since  corpo- 
rations v;ith  incones  of  less  than  ^50 ,.000  pay  rates  below  3^  percent 
and  since  incor.ie  representing;  Inter corpor rate  dividends  received,  v/hich 
is  included  in  the  total  fron  which  diyidcnds  were  declared,   is  taken 
into  the   ta:^-ble  incone  of  ordincjy  corporations  at  only  I5  percent  of 
full  anounta 

j/   iJ^ternal  Revenue   Code,    sec,  26(h)   allows  public  utility  .corporations  a 
credit  for  dividends  paid  on  certain  preferred  stock  issued  prior  to 
October  1,  I9U2, 
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Second,   cooperatives  nay  also  retain  a  part  of  their  annual 
net  v)roceeds  as  reserves  before  conputinr;  the   anounts  which  nust  be 
returned  as  patrona::e  dividends.     Under  a  recent  covert  decision, 
exenpt  cooperatives  are  required  to  eillocato  on  their  books  to 
current-year  patrons  pro  rata  shares  in  such  re^^erves,    so  that 
nenber-patrons  will  not    vain  at  the   expense-  of  non?-'ie:.iber--atrons  upon 
dissolution  of  the  association,  l/       However,   the  nore   fact  of 
allocation  does  not  nake   such  reserves  equivalent   to  non-cash 
patrona.^e  dividends,   and  the  Bureau  of  Internal  Eovenue  has  continued 
to  distihi^Tiish"  between  allocated  reserves  ajid  non-cash  patronarc      • 
dividends.  .  ..  ■  . 

Under  the  patronage-dividend  exclusion,  non-cash  patronn^c 
dividends  are  not   taxable  to   either  exenpt  or  non-cxenpt  cooperativcso 
No n- cash  patronage   dividends  as  well  as  cash  pat rona,:;e   dividends  do, 
however,   enter  into  the   taxr.blo  incones  of  patrons «     Under  the 
exenption,   elic;ible  coopcrrtives  pay  no   tax  on  incone  retained  as 
allocated  reserves,  but  in  the  absence  of  the  exehi^-tion,   such  incone 
would  be  taxable   to   the   cooperative.     Vfith  or  without  the  exenption,       " 
however,   incone  retained  as  reserves  would  not  be  taxable,  to  x^atrons*^ 

Reserves  are-  set  up  for  a  variety  of  piorposes.      Section  101(12) 
expressly  pernits  excnpt  cooperatives  to  accunulate  the  ;-enerpJ 
contingency  reserves  which  cooperatives  are  required  to  build  up  by  ; 
provisions  of  nost  State  laws,.    Additions  to   such  reserves  are  sonc- 
tires  linited  by  the   State  statutes  to  a  percenta.-e  of  the  net  naxcin 
for  the  year,  and  usi.ally  the   total  reserve  which  nust  be  accunulated 
is  linited  to  a  percentage  of  total  capitalizationa  2/        Cooperative 
accounting  technically  does  not  adn.lt    a  surplus  account,  but   the 
nandatory  reserve  serves  essentially  the  sane  purpose  un.'.er  a  different 
nane.  ^/  ..  .         - 


1/  Fertile   Cooperative  Dairy  .-.ssociation  v.   Collector,   33  F,   Supp.  712, 
"     Aff,   119  F.^(2d)-27i;.                                                              ■               ■ 
2/   In  New  York,   for  exai.iple,    cooperatives   (or ^^-ani zed  vjider  one   cooperative 
statute)    are  required  to   set  aside  10  percent  of  carnin.-s  until  thc^ 
reserve  reaches  3O  percent  of  paid-in  capital.     ^Ithou^^h  r^.aintennncc 
of  the  reserves  is  nandatory,   the   funds  are  not  required  to  be 
pernanently  and  physcially  sCf-ret-ated,     Accunul:tions  arc  .v/ailablc 
for  use   in  the  b^jsiness.                                                                                          .  . 
j/  The  ar^iuncnt  is   sonetines  nade  that   the  nrjidatory  character  of  the     '- 
reserves  nakes  the   transfers  to   then  expenses  of  doin^-  business, 
which  would  not  properly  be   subject  to   taxation,   even  in  the  absence, 
of  the  exenption.      It  has  been  pointed  out,  however,   that   other  types 
of  businesses  have   conpulsory  reserve   requirenents   (e.g.,   banks) 
and  that  nany  corporo.tions  hrive  entered  into  bindin^;  contractual 
obli<3;ations  to   reserve  portions  of  their  earnings  for  various  purposes. 
such  as,   for  exai-iple,   debt  retirencnt.     In  none  of  these  instances       ., 
is  the  expense  analogy  followed.  -  


■fiBi 
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sttit-ate  perr.it s  cooporr-.tivos  to  pay  the  hij];hor  of  8  percent  or  the 
le^T.l  rate  of  iiit(?rest  in  the   State  of  incorporation  on  the  value 
received  for  the   stock,  the  rate  actually  paid  on  the  average  today 
is  prol)ably  "between  3  and  5  percent.     In  th6  al)sence  of  the  cxenption, 
that  portion  of  the  net  earnint^'s  which  cooperatives  distrihute  to 
their  stockholders  as  dividends  on  stock  would  be  tax?-"ble  as  income 
of  the  corporation.     For  19^3,  exerpt  cooperative  ass-ociations  reported 
dividends  on  capital  stock  anoiintintT  to  $11*7  million.  _l/  At  present 
rates,   this  would  nean  a  maxinum  tax  saving  of  about   ^'A»A  million 
attributable  to   the  exemption  of  dividends,  2/ 

In  counterin/;;  the  argu:nent  that  they  derive  a  substantial 
advanta5:;e  from  their  ability  to  distribute  tax-free  dividends  to 
stockiioldcrs,   the  cooperatives  advance  an  offsetting;  consideration. 
Tliey  ar.'oie  tliat  their  dividend  paynents  are  of  a  completely  different 
economic  character  from  those  paid  by  ordinary  corporations  in  that 
they  rei)rescnt  essentially  only  a  fair  "wrGe"   for  the  use   of   capital. 
In  a  corporation  the  stockholders  may  receive    (subject  to   declaration 
by  the  directors)   all  of  tlie  net  profits  of  the  business  after  payment 
of  ex^jonses  and  satisfaction  of  creditors.      In  a  cooperative,  however j 
net  proceeds  above  limited  dividends  arc  distributed  on  the  basis  of 
patrona£;e  rather  than  stock  ov/nership,     Accordinrily,   it  has  been  argued 
that  the  incidents  of  ownership  are  vested  in  the  members  as  customers 
rather  than  as  stockholders  and  that  the  limited  dividends  which  must 
be  paid  on  capital  contributed  to   the  entearprise  are  an  expense   or 
chari^e  a^-ainst  earnin^'s  and  so  are  akin  to  ejx  interest  payment.     In 
rebuttal  to   this  argument,  hov/cver,    it  may  be  pointed  out  that, 
except  in  the   case  of  certain  public  utility  corporations,  j/  ordinary 
corporations  are  not  allowed  a  deduction  for  the  limited  dividends 
paid  on  preferred  stock. 


b,  Exemption  of  income  retained  as  reserves 

Cooperatives  may  accumulate  capital  funds  out  of  operating  mD.r/jins 
in  two  ways.     First,   they  may  retain  all  or  part  of  the  cash  proceeds 
from  operations,  while  still  fiilfillin;;  their  contractual  obliteration 
to  return  net  operatin;;  margins  to  patrons.     In  lieu  of  cash  payments, 
th,e  by-laws  of  cooperatives  usuaJ.ly  permit   them  to  distribute  patronage 
dividends  in  the  form  of  some   evidence  of  the  i-)a,trons'    eo^uity  in  the 
retained  funds  or  to  maJce  book  credits  to  patrons'   a.ccounts. 

1/  Supplem.ent  to   Statistics  of  Income  for  19^43,  Part  2,   Treasury 
Department,  November  ,19^5o       .  '. 

2/  Tho  ostLmate  of  $U.i+  million  of  tax  saving  is  33  percent  of  the 

""     $11.7  million  of  dividends,     ihis   is  a  m-aximuzi  fi-jpire,    since   corpo- 
rations v.'ith  incom.es  of  less  than  ^5*^ ,.000  pay  rates  below  33  percent 
and  since  incom.e  representing  i;itercor-iorcate  dividends  received,  which 
is  included  in  the  total  ;fron  which  dividends  were  declared,   is  taken 
into  tho   taicr.ble  income  of  ordinrjy  corporations  at  only  I5  percent   of 
full  amount.  .  •  . 

j/  InterngJ.  Revenue   Gode,   sec.  26(h)  allows  public  utility  .corporations  a 
credit  for  dividends  paid  on  certain  preferred  stock  issued  prior  to 
October  1,  I9U2, 
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Second,   cooperatives  r.ay  also  retain  a  part  of  their  annual 
net  proceeds  as  reserves  before  computing  tho   amo\ints  which  must  be 
returned  as  patronage  dividends.     Under  a  recent  co^.^Jt  decision, 
exempt  cooperatives  are  required  to  allocate  on  their  books  to 
current-year  patrons  pro  rata  shares  in  such  re^ierves,.  so  that 
nember-pp.tronswill  not  gain  at  the  expense-  of  non--iember-- -atrons  upon 
dissolution  of  the  association,  l/       However,    the  mere   fact  of 
allocation  does  not  make  such  reserves  equivalent  to  non-cash 
patronage  dividends,   and  the  Bureau  of  Internal  Revenue  has  continued 
to  distinguish' between  allocated  reserves  and  non-cash  patronage 
dividends.  .... 

Under  the  patronage-dividend  exclusion,  no n- cash  patronage     ^ 
dividends  are  not   taxable^  to. either  exempt  or  non-exempt  cooperatives. 
Non-cash  patronage   dividends  as  well  as  cash. patronage  dividends  do, 
however,   enter  into  the   taxr.ble  incomes  of  patrons^     Under  the 
exemption,   eligible  cooperatives  pay  no   tax  on  income  retained  as 
allocated  reserves,  but  in  the  absence  of  the  exe.rii'^tion,   such  income   _ 
would  be  taxable   to    the   cooperative.     V/ith  or  without  the  exem.ption,  •     - 
however,   income  retained  as  reserves  would  not  be  taxable  to  patrons.^ 

Reserves  are-  set  up  for  a  variety  of  p^irposes.      Section  101(12) 
expressly  permits  exempt  cooperatives  to  accumulate  the^-eneral 
contingency  reserves  which  cooperatives  are  required  to  build  up  by 
provisions  of  most  State  laws..    Additions,  to   such  reserves  are  some- 
tires  limited  by  the   State  statutes  to  a  percenta.^e  of  the  net  mpj:gin 
for  the  year,  and  usually  the  total  reserve  which  must  be  accumulated 
is  limited  to  a  percentage  of  total  capitalization,  2/       Cooperative 
accounting  technically  does  not  admit   a  surplus  account,  but   the 
mandatory  reserve   serves  essentially  the  same  purpose  un:.er  a  different 
name.  ^/  "  ..  .  .  - 


1/  Fertile   Cooperative  Dairy  .--.ssociation  v.   Collector,   33  F.   Supp.  J12, 

"     Aff,   119  F.^(2d)-27i;. 

2/  In  rlew  York,   for  example,    co operative s..j;organi zed  under  one  cooperative 

"     statute)    are  required  to   set  aside  10  percent  of  earnings  until  the ^  ; 
reserve  roaches  30  percent  of  paid-in  capital.     Althou^^h  maintenance' 
of  the  reserves  is  mrjidatory,   the   funds  are  not  required  to  be 
per.manently  dnC^  physcially  segregated.     Accumulations  arc  aS^ailablc 
for  use  in  the  business.  -  .• 

3/  The  argument  is   sometimes  made  that   the  mandatory  cliaracter  of  the    ' 
reserves  mekes  the  transfers  to  them  expenses  of  doing  business, 
which  would  not  properly  be   subject  to   taxation,  even  in  the  absence, 
of  the  e'xcmption.     It  has  been  pointed  out,  however,   that   other  types 
of  businesses  have   compulsory  reserve  requirements   (e.g.,   banks)'  ;  _  ". . 
and  that  many  corporations  have  entered  into  binding  contractual         .... 
obligations  to  reserve  portions  of  their  earnings  for  various  pvjrposcs'.' 
such  as,   for  exai-iple,   debt  retirement.     In  none  of  these  instances       ., 
is  the  expense  analogy  followed.  ••  


iff'— 
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In  addition  to  the  mandatory  general  reserves,  coonorcitives  are 
also  allowed  to  accumulate  certain  other  reserves  for  specific 
piirposes.     The   statute  provides  that  exeii^tion  shall  not  "be  denied 
if  a  cooperative  maintains  "a  reserve  required  "by  State  law  or  a 
reasonable  reserve  for  any  necessary  purposed'     In  administering  this 
provision,   the  Commissioner  has  not  emphasized  the  word  "or"  "but  has 
allowed  cooperatives  with  mandatory  State  law  reserves  to  accuinulate 
"rcasonahle  and  necessary"  reserves  as  well.     The  terms  "necessary 
P^jrpose"  and  "reasona^blc  reserve"  c*,re  construed  in  the  light  of  the 
purpose  to  be  acconrplished,  and  in  case  of  dis:mte  over  specific 
reserves  the  burden  of  proving  necessity  nnd  reasonableness  is  on 
the  association. 

In  practice,   reasonable  and  necessarj'nox.-fiandatory  reserves 
appear  to  be  of  two  distinct  types.     First,    tnere  are   specific  con- 
tingency reserves,   i.e.,  reserves  for  foreseeable  losses  or  expenses 
which  arc  properly  chargeable  in  v/hole  or  in  part  to  the  current 
accounting  period.     To  the  extent  a  cooperative   sets  up  reserves 
representing  bona  fido  anticipations  of  losses,   such  reserves  arc 
essenti-,lly  only  averaging  devices  which  have  their  counterpart  in 
the  carry forv^ards  and  carr-^backs  now  allowed  ordinary  business  and 
non-exempt  cooperatives.  1/ 

Second,   there  are  "reasonable  rjid  necessary"  reserves  for  expan-" 
sion  purposes.     The  Reg-alations  provide  that  "the  accumulation  and 
maintenance  of  a  reserve   ...  to  provide  for  the  erection  of 
buildings  and  facilities  required  in  the  business  o.r  for  the  purchase 
and  installment  of  machincr:/  and  equipment  or  to  retire  indebtedness" 
incurred  for  such  purposes,  v/ill  not  destroy  the  exeniDtion."  _2/ 
Consequently,   it'  is  possible  under  existing  law  for  an  exempt  cooper- 
ative associatiooi  to  reinvest  a  substantial  portion  of  its  earnings 
in  plant  and  equipment  without  cither  the  association  or  the  patron 
being  taxable  thereon.       .     , 


c. 


Other  advantage s 


Relief  of  exempt  cooperatives  from'  tax  on  dividends  on  capital 
stock  and  on  reserves  constitutes  the  princip?JL  advantage  attributable 
to  the  exemption.  There  are,  however,  certain  lesser  advantages  which 
may  be  touched  on  briefly. 


1/  Many  cooperatives  assort  that  if  the  contingency  does  not  .arise, 
their  standard  procedure  is  to  return  the  reserve  to  the  patrons 
who  contributed  to  it  as  soon  as  this  fact  is  realized. 

2/  ficgulations  111,  sec.  29ol01(12)-l, 


III' II a ■■■■■■■■■iiiiiliM^^^^ liiiniiifc .- 
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(1)  Business  with  the  Federal  Government     , 

The  statute  provides  that  b'jiying  or   selling  commodities  on  behalf 
of  the   "United  States  or  any  of  its  agencies  shall  be  disregarded  in 
determining  the  right  to  exemption."     Whereas,  non-exer.pt  cooperr-.tives 
would  be  taxable  on  that  portion  of  its  net  proceeds  representing 
profits  on  Government  business   (unless  actually  returned  to  the  Governnent) , 
the  e;:ompt  cooperative  is  not   so   taxable.     It   should  be  noted,  however, 
tlir.t  Gome   exempt  cooperati-/es  actually  have  riadc  a  practice  of  returning 
the  net  proceeds  to  the  Government  as  if  it  -/ere  an  ordinary  patron  or 
of  providing   service  to   the  Government  on  a,  direct  cost-plus-c:rpenses 
basis.     Little  informr.tion  is  available  as  to  the  general  pr-^xticc  in 
this  respect. 

(2)  jBraer gency  xmr chas e s 

As  a  general  mle,   an  exempt  markotin/;  cooxDerr.tive  nust  restrict 
its  activities  to  the  actual  mr^jketing  of  agricultural  products  rjid 
must  act  only  on  behalf  of  farmers.      The  courts  and  the  au'oau  of 
Internal  Revenue,  ha; ever,   have  enunciated  the  principle  that  the 
exemption  provisions  sh^mld  not  bo  construed  in  sucli  a  v/ay  as   to 
prevent  the  orgrnization  from  carrying  on  its  functions  succescf-.illy. 
Consequently,   the  Biireau  has  made  an  exception  to   the  general  inile 
in  cases  v/herc  the  amount  of  non-farm  products  marketed  is   smr21  and 
v/hcre   the  handling  of  such  items  is  essential  to    the   efficient 
operation  of  the  business.     Exception  is  olso  usi.ially  made  v/here 
products  are  purchased  from  dealers  for  a, limited  tiiie  only  in  order 
to   fulfill  delivery  contracts  or  other  emergency  pur  osese   1/ 
Pa,tronage  dividends  are  not  usually  paid  to   such  non-mer.ber  sv'.ppliers 
or  suppliers  of  non-agricultural  products.     Limited  iimo-«jnts  of  ordinary 
commercial  profits  thus  mc^^  cscax^e  taxEition. 

(3)  Hon-operating  income. 


Uon-operating  income   siich  as  interest  on  bank  de;)0sits  or  on 
investments,   dividends,   and  capital  gains  would  probably  be   tr,.:able 
to  the  cooperative  in  the  absence  of  the  exe;.Tption,     Hov/evcr,   the 
amount  of  income  v/hich  exemx^t  coorjeratives  derive   from  these   sources 
is  extremely  small.  2/ 


1/   Particular  cases  must  be  passed  on  by  the  Bureau  of  Internal  Revenue, 

Moreover,  in  the  nature  of  the  case  such  tra,n"sactions  often  involve  losses, 

2/   The  problem  of  treatment  of  income  derived  from  investments  or  from 
sources  extraneous  to  the  principal  activity  of  the  organization  arises 
in  the  case  of  virtually  all  organizations  exeirpt  under  seco  101  of 
the  Internal  Revenue  Code,  Since  this  is  a  general  probler.,  which  is 
most  important  in  the  case  of  organizations  other  thrji  frxm  cooperatives, 
it  is  not  considered  in  detail  in  this  reioorto 
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5«     T)isa(^T^ntngcs  of  the  exoimption 

■    The  exemption  also   involves  certain  (^isaclvj^ntp^os  for  coo^:)rr- 
atives.     ""his   is  s'l^^esteci  "bv  the  fact  that   only  ahout   half  of  the 
farm  coot>erativcs  attempt   to  meet   the  statutory  requirements.     One 
of  the  most   important  (disadvantages   is   the  requirement   that   excmDt  . 
associ-^tions  must  not   discrim.inate  against   non-monhcrs   in  paying 
patronage  divic'.enr's.     Another  disadvantnee  in  the  ease  of  marketing 
cooprr-^tives   is  the  prohibition  of  dealings  vdth  non-producers. 
Similarly,   the  restriction  of  non-farmer  purchasing  to  15  percent  of 
total  purchasing  has  been  said  to  act  as  a  limitation  on  the  grovth 
and   expansion  of  some  of  the  m.ost   successful   units  of  the  corT)crativo 
movement, 

C,     Tp  t  ro  nage-d  i  -"-id  end   excl  us  ion 

!•     Scope  of  the  exclusion 

The  exclusion  of  patronage  dividends  from  corioorate  gross 
income  is  not   the  exclusive  privilege  of  cooperation  associntions, 
An^y  corporation  making  payments  to   its   customers   undor  the  conditions 
■orescrihed  "by  the  Commissioner  of  Internal  Revenue  an^"   the  courts   is 
granted  the  same  treatment.     It   should  "be  noted,  however,   that   in  the 
case  of  cooperatives,   unlike  the  case  of  the  t^/pical  ordinary  corporation, 
Datrons  receiving  rebates  are  also  the  o'«'ners  of  the  business. 

The  conditions  vhich  the  cooperative  associations  must  :neot   if 
refunds  made  to  their  matrons  are  to  be  excluded  from  the  gros<=5   income 
of  the  associ'ition  may  be  briefly  stated.     First,   thrre  must  have 
existed  pt  the  time  of  the  transaction  vdth  the  patrons   pi  contractual 
or  other  definite  obligation  on  the  part  of  the  cooperative  to  r-^turn    . 
any  net  TJroceeds  to  him  in  proportion  to  p'^tron-'^ge  vithout   further 
corporate  action.     Second,    if  only  memb'->rs   of  the  association  are 
eligible  to   receive  DPtronage  dividends,   exclusion  is  not   niiovred  on 
that  portion  rf  such  distribution  -which   represents  rirofits  from  trans- 
actions with  non-members.     On  the  other  hand,    it   is  held   to  be  immaterial 
whether  refiinds  are  distributed   in  the  form  of  cash,   stock,   certificates 
of  indebtedness,   or  credit   notices.     All  such  forms  of  pajTir-nt  are 
regarded  as  the  eauimient   of  cash  distributions   in  the  hnnds  of  patrons, 
the  theory  being  that   they  are  cash  payments   autom'^tically  re-invested 
under  provisions  of  the  charter,  by-laws,   or  other  contracts  previously 
agreed  to  by  the  patrons, 

2,     Benefits  derived  from  the  exclusion 

The  tax  benefits  which  the  cooperative  associations  derive  from 
,  the  exclusion  of  p^tron-^ge  di-^rifi.ends  from  gross   income  depend,   of 
course,   on  the   extent  to  which  these  payments   are  in  fact   analogous 
to   a  distribution  of  earnings  and  iDrofits  by  an  ordinary,'-  corporation. 
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To  the  extent  thpt  patronage  di\ddends  represent  the  -natrons * 
share  in  the  association's   economic  income,   their  exclusion  from  the 
income  of  the  coo-o-rative  can  be  said  to  give  farm  cooperatives  t^x 
benefits   comparable  to  those  enjoyed  by  unincorporated   firms   in  their 
froedom  from  taxation  on  business  profits  ^.s   sucho     As  rcg^^rds  cash 
distribution,  the  exclusion  enables  the  T)?itrons  to  receive  their 
respective  sh^^res  of  the  association's  net  proceeds  undiminished  by 
the  corporation  incom.e  tax©     As  regards  non-cash  distributions,   the 
exclusion  m-^y  Place  at  the  disposal  of  the  association  the  full 
amount   of  its  undistributed  net  procoedSo      In  both  cases,   the  patrons 
themsel^-es  will  be  taxed  on  the  amounts   received   by  them  in  cash  or 
non-cnsh  distributionSo     But  unless  the  rvntrons   are,   on  the  average, 
subject   to  higher  marginal   rates  of  income  tax  th.^n  those  applicable 
to   the  ?<ssociationo   the  total   tax  liabilities  on  the  associ?>tion's 
undistributed   net  proceeds^  will  always  be  less  th-^n  if  the  exclusion  of 
non-cash  -Detron-^ge  di-^/idends  were  disallowed   ^nd  T)etrons  v^ere  taxed 
only  on  crsh  distributions. 

To  the  extent,  hovrever,  that  patronage  di^^idends  '^re  composed 
of  elements  oth^r  than  the  pr'trons*   share  in  the  associ-'^t ion's   econom.ic 
incomcj    their  exclusion  from  the  income  of  the  cooperative  confers  no 
advantage  on  coopor?^tives  as  compared  with  ordinary  corporations-.     As 
the  discussion  in  a  later  section  vdll   indicate  in  detail,-  patronage 
dividends  often  include  elements  analogous   to   items  included  in  cost 
of  goods  sold   in  the  case  of  ordinary  corporationso     Moreover,   non- 
cash pntronnge  dividends  m?*y  serve  merely  as   evidence  of  the  capital 
contributions  of  members  of  cooperatives.     The  emount   of   excluded 
■oatronage^ dividends  is  not   an  acceptable  m.easure  of  the  ajnount   of  true 
net   income  esc-^ping  taxation  at   the  cooperative  level  by  reason  of  the 
exclusion^ 

Do     Effect  of  -present   tax  treatment  on 

com-^oetitive  eosition  of  farm  00*^1? er?'-tives 

It  has  been  chrrgv-d   th^t   the  complete  or  virtual   exemntion  of 
farm  coo-Derr>tives  from  income  tr«x  hns   given  these  nssoci''»tions  an 
unfair  competitive  advantage  over  their  corporate  competitors. 
Specifically;    it    is   contended   thf»t ,  because  of  their  m.ore  favorable 
tax  trC'-^tment,    cooper'^tives  h-ive  been  able   (l)  to  vry  I'^rgor  refunds 
an*^   so  attract  more  "D^'tronpge  than  they  c^uld.  oth^r-i-nLse  command,  and 
(2)   to   retain  a  larger  percent ?ige  of  their  e^irnings  '>nd   so   ex"oand 
more  ra-oidly  thrTi  vrould  be  possible  if  their  income  wore  fully  taxrblco 

In  reply  to  the  first   of ^  these  c^-^rges,   the  cooper-'>tives  them- 
selves deny  th^^t   their  favorable  tax  status  hr>s  h^d   r^ny  mj^terial   effect 
upon  their  volume  of  business.     They  contend   th^'t   an,'"'  adv?^ntages  they 
en,joy  over  ordini^r^'  business  firms,    either  ^s  buyers  of  farm  products 
or  ^s   sellers   of  fnrm  supplies,    stem  primarily  fr^m  the  coo-oerative 
ide-a  itself  rather  than  from  any  pecuniary  advantages  to  be  gained 
from  dealing  v/ith  a  tax-free  or  virtually  tnx-free  orgnniz'^tionB 


-  21  - 


The  issue  raised  by  this  argument  cannot  be  easily  resolved* 
On  the  one  hand,  txiere  appear  to  be  fev;  instances  ^iiere  cooperatives 
have  used  thenr  tax  immunj.ty  as  an  instrument  of  price  Tarfare,     Indeed, 
it  would  b3  difficult  for  them  to   do  so,   since  the  more  they  cut  pnces, 
the  smaller  will  be  thoir  economic  income  and,   consequently,  their  tax 
advantage.     In  a  situation  viiere  both  cooperatives  and  their  corporate 
competitors  v^ere  selling  at  cost,   the  tax  advantage  v.x)uld,    of   course, 
entirely  disappear.     Moreover,  it  arpears  th?t,  in  many  markets  where 
cooperative  associrtions  compete  most  directly  -dth  ordinary  corpo- 
rations    they  CO  not  outbid  their  comoetitors  but  inake  it  a  practice 
to  char'ge  the  same  prices.     On  the  other  iiand,  it  is  undoubtedly  true 
that  thu  prospect  of  patrons^-e  dividends  has  been  a  significrnt 
factor  in' building  uo  the  membership  of  farm  cooperatives.     To  the 
extent  th-at  the  special  tax  status  of  coopera.tive  associations  has 
permitted  payr.ient  of  la.  rger  patronage  di vicunas,  it  may  therefore  have 
been  a  factor  in  the   grovrth  of  membership  of  cooperatives.     In  this 
connection^  nowever,  the   cooperatives  argue  that  patronage  dividends 
are  used  mainly  as  a  mr  tter  of  convenience  and  that  the   same  results 
could  be  closely  approximated  by  othur  methods  of  sharing  benefits  Thich 
do  not  depend  on  the  exenption  or  exclusiono 

The  chc-rge  that  farm  cooperatives,  because  of  their  favored  tax 
status,   have  been  able  to  expa.nd  more   r-'pidly  out  of  earnings  than 
their  corporate  competitors  has  been  strongly  pressed  during  recent 
years  of  high  tax  rates.-     During  recent  years^   ordinary  corpor?tions 
were  subject  to  high-rate  income  and  excess-prcfits  taxes  Thich  limited 
their  ability  to  plough  earnings  back  into  th^  business.     Farm  cooper- 
atives have  been  under  no  such  restrictions  on  their  use  of  funds,  and 
many  of  ther.  have  taken  advanta-e   of  the  opporturities  to  finance 
.  acquisitions  of  plant  and  equipment  out  of  retained  net  proceeds. 

The  cooperatives  cont:nd  thit  non-cash  patronage  di^/idends  are 
not   analogous  to  the  retained  earnings  of  ordin-'^y  corporations,  and  argue 
that  they  represent   capital  contribution  to  the  enterprise  by  the  patrons. 
They  also  contend  that  any  tax  advantage  rhich  they. may  enjoy  as  the 
result  of  the  exclusion  of  their  retained  net  proceeds  from  gross  income 
merely  serves  to  offset  their  great  cisadvantages  in  obtaining  equity 
capital,*     The  associations  point  out   that  dividends  on  their  stock  are 
limited  and  that  they  cannot  issue  ar^r  security  ?/hich  corresponds  fvith 
the  common  stock  of  ordinary  corporations,      ivfcreovor,   the  market  for 
such  securities  as  they  can  issue  is   small  and  is  composed  largely  of 
farrtors  -vho,     at  least  prior  tc  the  var,  had  always  been  a   poor  source 
of  equity  capital. 
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Since  the  cooperative  associ-'^tions   themselves  m-ist  "be  presumed  to 
ram  something  on  their  capital,   the  argument   cannot  bo  accepted  that; 
all  retained  net  proceec^s   should  be  regarded  as  capital   contributions. 
Concerning  the  disadvantages  of  the  cooperative  assosi-^tions   iji  seeking 
capital,    it   is  probably/  true  th-^t   these  associ-'^tions  do  not   have  easy 
access   to  the  organized  capital  market   as  do   the  l^^rgcr  corT^orationSc> 
On  the  other  h'-^nd,'  medium-size  and  small  corporations  also  find   it 
difficult  to   secure  long-term  capital  funds. 

In  current   discussions  of  thctaoc  ndvantages   enjoyed  by  cooper- 
atives, much  emphnsis  has  been  placed   on  the  allcfred   rapid   grovrth  of 
these  associations  in  recent  years.     VJhile  it   is   true  that   the  dollar 
volume  of  business  done  by  farm  coop-^rativos  has   ificrcnsed  more  than 
tvro   and   one-hnlf  times  since  l^'^Q,   it  docs  not  appear  that   the  cooper- 
atives as  a  vholo  have  expanded  their  rel^^tive  share  of  the  market 
at  the  farm  level,  jj 

There  hns   r»lso  been  some  discussion  of  the  •r^xp'^nsion  of  cooper- 
atives  into  the  field   of  manufacturing,   and  the  charge  is   sometimes 
heard  that   the  tax  ^dvr>ntagos   enjoyed  by  these  organiz-^tions   rre....  . 
resnonsible  for  this  development.      It  -is  not   possible  on  the  bnsis 
of  existing  information  to  determine  exactly ^<rhnt- relative  gains- 
cooperative  manufacturing  has  made  in  recent  years.     The  fragmentary 
data  on  dollr^r  volume  of  production  indicate  a  substantial   increase 
in  tAe  value  of  production  of  cooperatlves«   2/     "^u:   even  if  this 
dollar  series  were  complete  it   viould  be  of  little  significance  unless 
comparcvd  vdth  the  dollar  volume  of  com.oetitors  of  cooperatives. 
In  any  event,   the  amount  of  manufact'iring  V  cooprmtives   is  snail,  j/ 

r/     A  statistical   analysis  of  theielrtivc  gro^-'th  of  farm  cooperatives 
betvreeh  1935  ^^'^   19^3  is  T)rescntcd  in  Apticndix  0.  ' 

2j     See  "Operation  of  Consumers'   Cooperatives   in  19-'^",  JJ. S.   Denartment 
of  Labor,  Bureau  of  Labor  Statistics,  Bulletin  :To,    gU"^,  p.  l6. 
The  vf^luc  of  ■nroduction  by  pJl  purchasing  cooperatives    (both  farm 
and  non-farm.)   increased  from  ^"^1  million  in  19^'    to  §6^  million  in 
I9UU.  .  • 

37     An  estimate  of  the  number  and   tj'Ties  of  ■oroductiie  plants  oix^rated 
by  farm  coi^peratives  in  19^3  has  ^beon  ■pre-o'^red  by  the  Farm.  Credit 
■   Administration.     These   estim'^tes  are  reproduced   in  Appendix  D. 
Although  additional   cooperative  facilities  have,   of  course,  be'^n 
built  or  acQuired   in  Iw^U  <?.nd  19^5     (p-^d.  some  r^b  \ndoned   during 

^        this  peViod),  it   is  ianli>:ely  that   the  over-all  par-tcrn  has  changed 
materially,  :      . 
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•  INTENTIONAL  SECOND  EXPOSURE 
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The  issue  raised  by  this  argument  cannot  be  easily  resolved. 
On  the  one  hand,  tnere  appear  to  be  fev;  instances  ^^tiere  cooperatives 
have  used  their  tax  imTminJ.ty  as  an  instrument  of  pi-ice  T.arfare=     Indeed, 
it  would  bo  difficult  for  them  to   do  so,   since  the  more  they  cutprLces, 
the  smaller  vdll  be  thoir  economic  income  and;   consequently,  their  tax 
advantage.     In  a  situation  7;here  both  cooperatives  andthcir  corporate 
competitors  vere  selling  at  cost,   the   tax  advantage  v-tDuld,    of  course, 
entirely  aisapear.     Moreover,   it  appears  thrt,  in  many  markets  7:here 
cooperative  associrtionE  compete  most  directly  --dth  ordinary  corpo- 
rations,   they  do  not  outbid  their  competitors  but  i.iake  it  a  practice 
to  charge  the  same  pilces.     On  the  other  hand,  it  is  undoubtedly  true 
that  thJ  crospect  of  patron%'e  dividends  has  been  a  significrnt 
factor  in' juilding  up  the  membership  of  farm  coopeit.tives.     To  the 
extent  th-at  the  special  tax  status  of  coopera.tive  associations  has 
permitted  payr.ient  of  la.  rger  patronage   dividenos,   it  may  therefore  have 
been  a  factor  in  the   groviih  of  membership  of  cooperatives.     In  this 
c-cnnection;  n^-p.'ever,  the  cooperatives  argue  that  patronage  dividends 
are  used  mainly  as  a  matter  of  conv^raence  and  that  the   same  results 
could  be  closely  approximated  by  other  methods  of  sharing  benefits  Thich 
do  not  depeno  on  the  exemption  or  exclusiono 

The  ch-^ge  that  farm  cooperatives,  becaase  of  their  favored  tax 
statuS;,   have  been  able  to  expand  more  r''pidly  out  of  earnings  than 
their  corporate  competitors  has  been  strongly  pressed  during  recent 
yaars  of  high  tax  rates.      During  recent  years^   ordinary  corporations 
were  subject  to  high-rate  income  and  excess- profits  taxes  ihich  limited 
th(^ir  abilit^r  to  plough  earnings  back  into  thf'  business.     Farm  cooper- 
atives have  been  under  no  such  restrictions  on  their  use  of  funds,  and 
many  of  them  ha-ve  taken  advanta  -e  of  the  opporturities  to  finance 
.  acquisitions  of  plant  and  equipment  out  of  retained  net  proceeds. 

The  cooperatives  contend  that  non-cash  patronage  di-'/idends  are 
not   analogous  to  the  retained  earnings  of  ordin-^ry  corporations,  and  argue 
that  they  represent   capital  contribution  to  the  enterprise  by  the  patrons. 
They  also  contend  that  any  tax  advantage  rhich  they  may  enjoy  as  the 
•  result  of  the  exclusion  of  their  retained  net  proceeds  from  gross  income 
merely  serves  to  offset  their  greet  Disadvantages  in  obtaining  equity 
capital.     The  associations  point  out   that  dividends  on  their  stock  are 
Hmited  and  that  they  cannot  issue  ?ny  security  rhich  corresponds  vdth 
the  common  stock  of  ordinary  corporr-tions.     ivloreover,  the  market  for 
such  securities  as  they  can  issue  is  small'  and  is  composed  largely  of 
farrriors  -jtho,     at  least  prior  to  the  var,  had  alrays   been  a   poor  source 
of  equity  capital. 
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Since  the  cooperative  a.ssoci-'^tions  themselves  m-ist  "be  prcs'juncd  to 
r-arn  something  on  their  capital,   the  argument   cannot  bo  accepted  that 
all  retained  net  proceeds   should  be  regarded   as  capital   contributions. 
Concerning  the  disadvantages  of  the  cooperative  assosi-Hions   in  seeking 
capital,    it   is  probably  true  th^t  these  assccirtions  do  not   have  easy 
access   to  the  organized  capital  market   as  do   the  lr>rgcr  c  o  rr^o  rat  ions » 
On  the  other  h-'^nd,'  medium-size  and  small  corporations  also  find  -it 
difficult  to   secure  lonff-term  ca-pital  funds. 


In  curr'ent   discussions  of  the  tax  ajflvanta^es   enjoyed  "by  cooper- 
atives, much  emphasis  has  been  placed   on  the  allcfred   rapid   grovrth  of 
these  associ'^tions   in  recent  years,     Khile   it    is   true  that   the  dollar 
volume  of  business  done  by  farm   coop-^rntives  has   ificrcised  more  than 
tv^o   and   one-half  times  since  1^^9»   i*   docs  not  appear  that   the  cooper- 
atives as  a  v^holo  have  expanded  their  rel'-^tive  shrre  of  the  market 
at   the  farm  IgtbI,  !_/ 
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^here  has   rtlso  been  some  discussion  of  the  ■'^xp'^nsion  of  cooper- 
atives  into  the  field   of  manufacturing,   and  the  charge  is   sometimes 

heard  that   the  tax  ^dvnnts'fiies    enjoyed  by  these  organizations   rre 

resnonsiblc  for  this  development.      It   is  not   possible  on  the  basis 
of  existing  information  to  de"*" ermine  exactly  ''^h-'^t- relative  gains'- 
cooperative  manufacturing  has  made  in  recent  years.     The  fragm.rntary 
data  on  doll-'^r  volume  of  production  indicate  a  substantial   increase 
in  tfte  value  of  ■•aro  duct  ion  of  coo'ieratlveso   2/     "^u:   even  if  this 
dollnr  series  vere  comDlete  it   would  be  of  little  nirnificance  unless 
compnrcd  vdth  the  dollar  volume  of  com.Detitors   of   rooT)or?itiveR, 
In  any  e-^'ent ,   the  amount   of  manufact'-:.ring  "^r  coop-T^tives   is  small,  j/ 


i/ 


A  statistic?:^l   analysis   of  therelrtivo  gro^-^h  of  farm  cooperatives 
betvreen  1^35  ^^'^   1<^3  is  T)rcscntcd  in  Ap-oendix   v. 

See   "Operation  of  Consumers'   Co^iperatives   in  19-^",  J-T. S.   DeTiPrtmcnt 
of  Labor,  Bureau  of  Labor  Statistics,  Bulletin  '.'^o,    SU^,  p.   l6. 
The  y?iluc  of  'oro'^uction  by  nil  purchasing  cooperatives    (both  farm 
and  non-farm)    increased   from  ^Tl  million  in  IQU-    to  $6S  million  in 
I9UU.  •  .  ^• 

An   estimate  of ^ the  number  and   t;^TDes   ef  nroducti'^e  plants  operated 
by  farm  co ''operatives   in  1?^3  has  ^becn  pren'^red  by  the  Farm  Credit 
Administration.     These  estim'^tes  Ptre  reproduced   in  Appendix  E. 
Although  addition-^l   coenerative  facilities  hove,   of  course,   'be'-^n 
built   or  acQuired   in  l^UU  <o.nd  19^5      (and   some  r<b  mdoned   during 
this  period),  it   is  'inlikely  that   the  over-all  pa'-tcrn  has   changed 
materially. 
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17.  Considerations  relating  to  proposed  cYjinp^GS 

in  the  pi-escnt  tcix  treatment  of  f.?.rin  cooporutives 

A,  Changes  proposed  in  the  present  treatment 

There  is  little-  agrer^nent  anong  those  rrho  bolievo  that  farm 
cooperatives  should  be  more  heavily  taxed  as  to  the  precise  measures 
which  should  be  adopted.  Soiae  would  merely  repeal  the  exemption. 
Others  v/ould  require  the  Inclusion  of  all  patronage  dividends  in  the 
gross  income  of  the  assoc  ..ation;  others  would  continue  the  exclusion 
of  cash  patronage  dividends  but  v.ould  require  the  inclusion  of  non-cash 
patronage  dividends.  Still  oth-rs  v/onld  impose  a  special  tax  in  lieu 
of  income  tax  on  these  organizations.  This  special^ tax  v/ould  be  based 
either  en  some  measure  of  invested  capital  or  on  gross  receipts.  These 
suggestions  appear  to  be  "the  major  altcmatix-es  to  a  continuation  of 
the  present  treatment.  In  this  section,  the  arguments  for  end  against 
each  of  these  proposals  are  presented  and  the  principal  controversial 
issues  which  they  raise  are  discussed^ 

B.  Repeal  of  the  e.x:  mption 

1.  Arguments  !'■  r  and  against  the  exerrption 

The  exemption  of  eli.^-lble  farm  cooperatives  from  L-.come  tax  has 
been  defended  on  the  groudls  that  these  associations  (l)  operate  in 
the  public  interest,  (2)  ,i.-c  rot  themselves  profit-making  institutions, 
and  (3)  are  more  nearly  a.nul.ogous  to  partnerships  than  to  ordinary 
corporations. 

V/ith  respect  to  th^.  i'irst  point,  it  has  been  argued  that  farm 
cooperatives,  in  improving,  the  economic  conditions  of  farmers  and  in 
raising  the  grade  and  quality  of  products  for  public  consumption,  have 
made  substantial  contributions  to  the  general  welfare.  The  special  tax 
treatm.ent  accorded  them  Ijis   been  defended  as  a  rt^turn  for  services 
rendered  to  the  public. 

Vfith  respect  to  the  St:cond  point,  it  has  been  contended  that  farm 
ceoperativee  should  bo  differentiated  from  ordinary  corporations  because 
it  is  both  their  intent  ana  practice  to  do  business  at  cost.  The  farm 
cooperative  has  been  likened  to  a  piece  of  farm  equipment  owned  jointly 
by  a  number  of  farmers.  It  has  been  argued  that,  at  most,  the  cooperative 
should  bo  regarded  as  an  agent  for  its  patrons,  having  no  claim  upon  the 
income  arising  from  its  operations.   In  terms  of  this  argument,  the  exemp- 
tion  has  been  defended  c;a  the  grounds  that  there  is  really  nothing  to  tax. 
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T'ith  respect  to  the  third  point,  it  has  been  contended  that,  . 
despite  the  fact  that  cooperative  asscciation  are  in  legal  form 
corporations,  they  more  nearly  resemble  partnerships  than  ordinary 
corporations.  This  contention  has  been  supported  by  the  assertion 
that  members  usually  participate  actively  in  the  control  of  the 
association  and  that  the  activities  of  the  association  are  closely 
integrated  with  their  members »  primary  business  of  ftrm  production. 
It  has  been  pointed  out  that  partnerships  as  such  are  not  taxed  on 
their  incomes  and  argued  that  cooperatives  should  receive  the  same 
treatment.  It  is  contended  that  application  of  thfe  corporation^ 
income  tax  to  cooperatives  would  result  in  an  undesirable. ■jxtensioa 
of  the  area  of  so-called  double  taxation  of  business  income,  at- a--, 
time  when  many  believe  that  the  existing  double  taxation  of  distributed 
profits  of'  ordinary  corporations  should  bo  eliminated. 

The  exemption  has  also  been  defended,  oven  by  those  who  concede 
that  dividends  on  capital  stock  and  reserves  are  property  taxable  as 
income  of  the  association,  by  the  contention  that  tlic  amount  of  revenue 
involved  is  not  large  enough  to  justify  the  tr'^uble  and  expense  of  its 
collection.  It  has  been  argued  that  so  long  as  no  atteri^ot  is  made  to 
tax  patronage  dividends,  the  Government  vjould  gain  little  if  anything 
from  repeal  of  the  exemption.  1/  •  •    • 

On  the  other  hand,  the  principal  argiament  that  has  been  advanced 
against ''the  exemption  is  that  cooperatives  perform  the  same  economic 
f.juiction  as  ordinary  cor^anies,  that  they  are  organized  as  corporations 
with  the  sane  powers  and  obligations  as  ordinary  corporations,  and  that 
they  arc  organized  and  operated  for  the  purpose  of  rxaking  profit.  It 
has  been  argued  that  it  therefore  follows  that  cooperatives  should  pay 
taxes  en  the  same  basis  as  other  corporations.  '  .     • 

In  reply  to  the  assertion  tlu'.t  farm  cooperatives  both  need  the 
encouragem.ent  and  deserve  the  assistance  now  granted  them,  in  the  form 
of  tax  exemption,  it  has  been  pointed  out  that,  since  the  exemption 
was  originally  granted,  these  organizations  have  developed  greatly  in 
financial  strength  and  economic  in5)ortance.  Moreover,  refer once  has 
been  made  to  the  fact  tliat  the  Farm  Credit  Admin  is  trrt  ion  through  its 
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The  only  legislative  ireference  to  the  reasons  I'-rr   exemption  of 
cooperatives  (in  the  Tlays  and  Means  Committcj  Report  on  the 
Revenue  Act  of  1916)  states  that  specific  exemption  of  cooperatives 
and  certain  other  associations  v/as  deemed  advisable  because  the 
experience  of  the  Treasury  prior  to  that  tine  had  been  "that  the 
securing  of  returns  from  them  has  been  a  source  of  expense  and 
annoyance  and  has  resulted  in  the  collection  either  of  no  tax  or 
in  an  amount  which  is  practically  nogligibloo" 


ft 

i 


■IP 


MUM 


-  -  ;'6  - 


Banks  for  Ccoperatives  and  its  rosqarch  facilities  is  already  giving 
cooperatives  i.:portant  assistance-.  Finally,  it  has  boon  argued  that, 
if  any  further  assistance  is  needed,  it  should  be  given  in  some  form 
'ithar  than  tax  exemption,  the  benefits  of  which  accrue  largely  to  the  • 
successful  and  v/ell-established  organizations  and  not  to  those  which   > 
need  assistance  most.  Tleak  organizations  in  financial  difficulty  and 
new  organizations  having  difficulty  in  gaining  a  foothold  derive  little 
advantage  from  tax  exer.pt  i on  • 

Exception  has  also  been  taken  to  the  argument  th^at  repeal  of  the 
exer.iption  iwould  not  result  in  sufficient  additional  revenue  to  justify 
the  expense  and  trouble  of  its  collection.  It  has  been  pointed  out  that 
most  tax-exermt  organizations,  including  cooperatives,  are  nov;  required 
to  file  arjiual  infprmr.tion  returns  (Form  990),  cjid  thr.t  the  recent 
tabulation  of  these  returns  by  the  Bureau  of  Internal  Revenue  shov/s  that, 
while  the  revenue  involved  may.  be  small  in  relation  to  total  Federal  revenue, 
it  is  not  negligible.  It  is  roughly  estimated  thct  for  1943,  the  5,600 
exempt  cooperative^  in  the  absence  of  the  exemption,  would  have  paid  botv.'een 
$10  million  and  (-20  million  in  taxes  on"  earnings  devoted  to  dividends  on 
stock  and  reserves,  l/  It  is  said  to  be  unlikely  that  the  processing  of  an 
additional  5,600  returns  by  the  Bureau  would  have  absorbed  cjiy  significant 
part  of  this  additional  revenue.  ,       . 


1/  The  total  dividends  on  stock  reported  by  the  5,2ii3  farm  cooperatives 

for  which  items  of  receipts  and  disbursements  were  tabulated  T.o-e  about 
$11.7  m.illion.  This  total  is  a  maximum,  however,  since  it  o^-erstates 
the  ^tax  base  to  an  undeterr.iined  extent  because  of  intercooperative 
dividends  and  because  some  dividends  could  be  converted  to  irterest 
by  cooperatives.  A  fair  minimum  estimate  would  probably  be  about 
%i7  million.  There  was  no  item  on  the  Form  990  for  reserves,  but  most 
additions  to  reserves  appear  either  under  "other  disbursements  or 
chiarges,"  or  in  the  difference  bctv/een  total  receipts  and  total  dis- 
bursements. The  combined  total  of  these  item.s  was  about  ^55  mdllicn, 
but  unquestionably  marry  other  non-reserve  items  are  included,  possibly 
even  to  the  extent  of  50  percent.  Moreover,  if  the  exemption  were 
removed,  it  is  probable  that  many  cooperatives  would  accumulate  the 
greater  portion  of  their  funds  by  use  of  non-cash  patronage  dividends 
instead  of  reserves.  The  maximum  potential  base  is,  therefore,  abcut 
$47  million  and  the" minimum  about  $25  million. 
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2^      CryrA,T0VCT5i^_iSSue-3.J^  '■ 

An  inportrnt  c.trov.rni.-.l   is.no  rni.efl  tr  ^t^o'^^nois*" 
roncl  thP  oxomtion  is  whether  fnr.  =^''^'-'-"''^:'- Z-"^"' ;";''f  ..ould 
prrforr   servi-.es  of  such  -rrat   v.,luo  to  tho  T^uWic  ^^^\-^'-' ^^'I'^ff- 

unci'o^tcc-l^r  "".'O  contri^utca  to  the  pr-nornl  -elf^re.     On  ^^^-_'>^fj 
Z^:,  thoro  »ro  fc.  .usinessos  wh5ch  co.aa   not  .*c  f-^f  ^-;°„,,_,,, 
H..in.  so..e.   .uhUc  -^s  .eH  .s  ^^^^^^^:;^l^,^ ^  ^,,,  a 

mo.n.   ^'hrre^.y   in^ivi^u^l..   in  earning  their  livxnr,  ^""^[^'^^ ^^;^,^, 
0...  ^.rticul.r  hoT..s   .n^   .s^oirrtions.   -^nd    ^^^^^l" ;;l;'^;^J;];^ 
the  fields   in  vrbich  er^ch  can  most  usofaily  m^ice  its  c-m  pccaiin.r  co...tri 

but  ion  to  the  economy  i.  'ij 

It  "lust  ^r  reco^ni^ca   th--t   there  is  rtwoys  r  ^^res-mption  .^.f^ainst 
an-  tax  cxenr,tion  an^   In  f^ror  of  uniform  tax-^tior,     ^".^"^^f*^'"  "^^ 
he"  lustifiea  only  ty  r.  clear  prCTonacmnoe  of  o'.ic-oneo  m  ^^^"^^  ef  the 
sooiol  ^csirahiUtv  of  the  ohjoctive  --n^   the    effecti-cnrss  of  tne 
l^,U;ioJi^\ro:no\in?  ^esir.Wc  on^s  v-ithout   un^rsirahle  collateral 
effects    ■  In  aeafling  vhethrr  the  exomnnon  shonia  he  repealed   or  retained 
consia4ati^ns   of  retr..e  and   en.ity  .ur.t  he  wei.*e^   against  the  r^r^to^ 
t        he   oconoar  ^s  a  vhole  which  rns.lt   fro.  this  T'-*--l-^^°-  °;/"=°'^^^^" 
ment   to  the  flov  of  capital  rnfl   effort   into   cooprrncive  assoe.-tions. 

So  lonf  as  natronase  dividends  continnc  to  'be  exoludod  fro-n  the 
ineo.e°of  ^foperati^es.'it   does  not   ap.e^rth^t  the  cooperatives  the.sc  v,, 
would  he  greatly  handed  hy  the  loss  of  their   cax-exonpt   status.      [^J-''^^ 
tv^rre  are  nany  "ithin  the  oooporativc  moveneno  who  thm'c  tha.   i.  creates  an 
an.  ma^r  o  have  agricultural  coo-oerativ.s  tax-exo.^t  and   other  c-^^'^*"-'' 
not   so'  fa..red.     They  are  inclined   to   cuestlon  whether  ^^^^^^^^^ 
the  test   interest  of  the  ir,o"enent,   since  the   restrictions  on  .usiness   done 
with  non-farmers  lir.it   exT,ansion  of  cooperation  iu  urt-n  areas.     On  the  . 

„;"<;^  j,„^.     repeal  of  the   exemption  alone  "ould   in  no   sense  satisfy  those 
.    who  believ    that  farn  cooperatives   should  he  t^xed  li^e  ordin-^ry  Easinesses. 
Thev  seek  repeal   of  the  exemption  as  a  -matter  of  course,  tut   their  na,1or 
ohiective  is  the  termination  of  the  patronage-oividend  excluo.jn.     . 

T7'"^eTigrt  p'^nri^'lto'^'c:e?nis3io£iiLg2PJ!^^  oTtav^.,   l^^^.  p.    31 
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3.  Alternative  proposals  short  of  full  repeal 

The  sug-esticn  has  been  nade  that  if  the  oxeiiption  is  not 
repooicd,  it  should  at  least  be  confined  to  the  "grass-roots" 
coopcrr.tives  v'hose  problems  led  to  the  original  enactr.ent  by 
Congress  a  This  suggestion  raises  difficult  problems  in  connection 
vith  dotorriinaticn  of  eligibility  for  exonption.  The  definition  of 
a  "sTr^all''  cooperative  is  a  natter  of  jiudgr-ont,  and  Oi.y  statutory  or 
adiiiniitrative  definition  would  have  to  be  essentially  arbitrary. 
Uore'cvcr,  particular  cooperatives  night  novo  in  and  out  of  the 
exenpt  area  because  of  year-to-year  fluctuations  in  business  or 
nenbcrshii?.  Large  associations  night  be  split  up  to  take  advantage^ 
of  the  cxeL.ptiono  Other  associations  would  be  able  to  LTiaintain  their 
exenpt  status  (if  the  ex.er.iption  were  linited  in  terns  of  size  of  gross 
receipts)  by  changing  to  a  connission  basis  and  not  taking  title  to 
patrons*  product «. 

The  suggestion  has  also  been  mde  that  if  the  exerption  is  retained 
pnbiguities°in  the  present  statute  should  be  cleared  up»  For  exanple, 
the  statute  is  silent  about  Lisnufacturing  operations  by  exenpt  cooperatives. 
It  offers  no  solution  to  the  question  of  incone  fron  by-products .  It   ^^ 
provides  no  real  clue  as  to  vihid,   are  "reasonable  and  necessary  reserves. 
It  has  been  oointed  out  that  tho  Bureau  of  Internal  Revenue  has  been 
forced  to  nakc  interpretations  of  the  intent  of  Congress  with  respect  to 
these,  and  ether  loo.ttcrs  without  specific  guidance  fron  the  statute.  As 
a  result,  there  iias  boon  a  considerable  anount  of  litigation  v.dth  respect 
to  qualification  for  the  exenpticn, 

C.  Require  the  inclusion  of  all  patronage  di-vTidcnds 
in  the  incone  of  cooperatives 


i^ 


1. 


Sururiiry  of  cr^urents  f^-r  and  af^ainst  the  present 
exclusion  of  patronage  "dividends  fron  tho  inc-^ne 
cF  CO ope natives 


The  exclusion  of  patronage  dividends  fron  the  gross  incone  of 
cooperatives  has  been  defended  on  tliroe  nain  grounds.  First,  it  has 
been  argued  that  these  paynents  are  in  the  nature  of  price  rebates 
and  as  such  arc  not  incone  within  the  neaning  of  the  Sixteenth  Amondnent. 
Scoondp  it  has  been  argued  that  a  farm  cooperative  is  essentially  a 
partnership  of  farncrs  with  the  association  acting  in  the  role  of  agent 
and  having" no  interest  in  the  net  proceeds  of  the  business o  Finally, 
it  has  been  contended  that,  even  if  patronage  dixddends  were  held  to  bo 
legally  taxable  to  the  cooperative  association,  they  should  not  be  so 
taxed  because  it  is  virtually  inpossible  to  cetcrnine  to  what  extent 
these  payr.ients  represent  distributions  of  profits  and  to  what  extent 
they  do  not© 
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The  principal  argument  against  the  exclusion  is  the  contention 
that  t?icre  is  no  difference  between  the  patronage  diviaends  of  cooperative 
associ-.tions  and  the  ordinary  dividends  of  conmorcial  corporations.  It 
is  argued  that  the  fact  that  these  divideiids  arc  oaid  to  patrons,  who  arc 
also  stockholders,  rather  than  to  stockholders  as  euch  does  not  affect 
their  character  as  a  distribution  of  profits.  Patronage  dividends  not 
contractually  fixed  as  to  amount  at  the  tine  of  sale,  it  is  said,  arc 
not  true  rebates.  Neither,  it  is  said,  can  an  association  which  pays 
dividends  on  capital  stock  and  accunulates  reserves  be  regarded  norely 
as  the  legal  agent  for  its  nenbers.  Patronage  dividends,  it  has  been 
argued,  are  the  property  of  the  association  acting  as  a  principal  and 
as  such  should  be  taxed  in  the  sane  manner  as  ordinar;,.'  diviclond-s,  VOiile 
it  is  usually  admitted  that  not  all  so-called  patronage  dividends  are 
analogous  to  ordinary  dividends,  it  is  argued  tlif.t  patronage  dividends 
can  be  adninistratively  separated  into  their  constituent  elcnonts. 

2.  Controversial  issues  raised  by  tho  proposal  to 
include  patronage  dividends  in  the  p;ro3s  jncoiiio 
of  farn  cooperatives  "~    •"" 

Since  the  exclusion  of  patronage  dividends  frcn  the  grcss  incone 
of  farn  cooperative  associations  virtually  exempts  most  of  those 
associations  fron  incone  tax,  the  proposal  to  include  these  payments 
in  the  tax  base  raises  the  same  general  policy  issue  as  is  raised  by 
the  proposal  to  repeal  the  exemption:  namely,  should  farm  cc operatives  ■ 
as  a  natter  of  public  policy  ba  granted  more  favorable  tax  treatment 
than  ordinai-y  corporations.  But  in  addition,  the  proposal  to  discontinue 
the  exclusion  of  patronage  dividends  raises  a  nu2nber  of  issues,  v/hich 
would  still  hax-e  to  be  resolved  if  it  were  decided  ■  tl-nt  all  of  the  income 
earned  by  cooperatives  should  be  taxed  to  the  assceiations  as  such.  These 
issues  relate,  first,  to  the  power  of  Congress  to  tax  patronage  dividends 
and,  second,  to  the  propriety  of  using  patronage  dividends  as^a  base  for 
assessnent  of  income  tax.  The  first  question  i<s  primarily  one  of  the 
constitutionality  of  a  tax  on  •ayments  made  to  patrons  in  accordance 
with  a  pre-existing  contract.  The  second  concerns  the  concept  and 
noasuronent  of  net  income. 

^»  Are  patronage  di^/id.^nds  taxable  income  to  the 
cooperative?    • 

Because  of  the  Treasurer's  practice  of  permitting  patron. pe  dividends 
to  be  excluded  from  gross  income  by  cooperatives  (and  other  -businesses) 
the  issue  of  whether  such  di\ddends  may  constitutionally  bo  included  in 
gross  incone  has  not  been  squarely  presented  to  the  courts.  In  the  cases 
in  which  the  courts  have  been  called  upon  to  detormino  whoth.-;r  the  exclusion 
should  .be  denied,  the  position  of  the  Treasury  has. boon  tb%t  the  dividends 
paid  were  not  true  patronage  dividends,  generally  on  the  ground  -that  thqy 
were  paid  only  to  nenbers  or  stockholders o 


ti 
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Sefercil  arguitients  ha^e  been  advanced  in  justif icr>.tion  of  tho  ' 
present  practice  of  permitting  the  exclusion  from- gross  income  of  all 
amounts  prt id  as .patronage  dividends •  One  argument  is  that  such  dividends 
constitute  discounts  or  rebates.  The  rebate  or  discount  increases  the 
ccst  ::f  goods  purchased  by  the  association  or  decreases  the  price  of 
goods  sold  by  the  association.  By  the  sane  token,  it  increases  the 
price  received  by  the  patron  for  goods  sold  by  him  to  or  through  the 
association,  or  reduces  the  cost  to  the  patron  of  goods  purchased  by 
hiu  or  through  the  association.  Thus  in  Unifom  Printing  arid  3upply 
Company  v.  Commissioner,  \J     the  taxpayer,  a  corporation  all  of  v/hoso 
stocl'.  v/as  CAvned  by  a  grcup  of  insurance  companies  vjho  ivcre  its  sole 
customers,  -was  required  by  its  by-laws  to  return  to  its  customers,  in 
prcpcrticn  to  business  furnished  by  them.,  the  surplus  earnings  not  in 
the  opinion  of  the  board  of  directors  required  in  tho  conduct  or  expansion 
of  the  business.  The  determination  of  tlic  Corjmissioner  tliat  anounts  so 
returned  Vicre  dividends  to  stockholding  customers  v/as  upheld  by  the  Tax 
Court.  In  reversing  this  decision,  the  Circuit  Court  h-^ld  that  the  pay- 
lacnts  v/cre  custom.er  rebates  similar  to  discounts.  Similarly,  in  Midland 
Cooperative  Vftiolesale,  tJ   tho  Tax  Court  stated  that  the  justification  for 
allo-5ving  the  exclusion  rested  on  the  fact  that  patrciiago  dividends  are 
in  reality  rebates  upon  the  business  transacted  by  tho  assooiation  with 
its  members  rather  than  true  income  to  the  cooperative. 

Another  line  of  argument  is  that  patr'-'-nage  dividends  carn'>t  be 
considered  income  to  the  association,  since  they  arc  at  all  times  the 
property  of  the  patrons.  The  association,  it  lias  been  argued,  is  merely 
the  agent  of  the  patrons  and.  holds  any  excess  remaining  r.ftor  payment  of 
expenses  as  bailee  for  the  patrons  and  is  legally  obligated  to  return 
such  excess  to  them.  It  has  also  been  ur_;ed  that  an  associv.tion  v/hich 
agrees,  to  distribute  all  its  earnir.r^s  to  the  patrons  cannot  be  cor.sidercd 
an  entity  tipart  from  the  patrons.  The  association  5s  in  fact  the  patrons 
acting  in  concert.  Like  a  partnership,  it  is  m.'.rcly  the  alter  ego  of 
the  patrons.  Accordingly,  it  has  been  argued  tliat  the  association  as 
such  cannot  have  any  profits  and  that  £^n-j   income  '.vhich  is  obtained  is 
income  of  tho  patrons.       •  . 

Others  contend  that  pptronage  dividends  are  not  essc-nticlly  different 
from  dividends  paid  en  capital  stock.  They  maintain  that  although  patronage 
dividends  may  be  described  as  rebates,  such  rebates  are  paid  to  patrons 
T.'hose  interests  the  association  is  seeking  to  further,  rather  than  to 
persons  7/ith  v;hom  the  association  deals  at  arm's  length.  The  payment  of 
such  rebates,  it  has  been  argued,  constitutes  a  ^distribution  of  profits 
to  the  real  ov;nors  of  the  association  just  as  the  payment  of  dividends 
on  capital  stock  represents  a  distribution  of  inc.:me  to  the  real  civners 
of  a  corporation. 

1/  88  F.  Ud;  75  (CCA.  7th,  1934;.  '  '' 

2/  44  BTA.  824  (l94l). 
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Those  v/ho  argue  for  the  inclusion  of  patronage  dividenas  also 
deny  that  the  funds  from  v;hich  such  dividends  are  paid  are  at  all  times 
held  by  the  associv.tion  merely  as  agent,  l/  They  poir.t  out  that  despite 
the  obligation  of  the  association. to  return  to  its  patrons  all  net ^  ^ 
proceeds;  the  association  has  the  power  to  divert  some  of  its  receipts 
to  the  pavment  of  dividends  on  .capital  stock  and  to  the  establishment 
of  res-rvosc  They  cite  these  noY/ers  as  evidence  that  the  ::.ssociation, 
rather  than  the  patrons, is  the  omor  of  tho  funds  from  v;hich  patronage 
dividends  arc  naid.  2/  It  has  also  been  pointed  out  thr.t  an  ordinary 
corporation  does  not  eliminate  its  taxable  income  by  entering  into  a 
binding  contract  governing  the  disposition  of  its  net  income, 

Enou-h  has  been  said  to  indicate  the  nature  of  the  court  decisions 
relied  upSn  by  those  -/ho  take  positions  on  either  side  of  the  constitutional 
issue.  The  discussion  nov;  turns  to  the  major  policy  issue  of  ivhether 
Congress  should  attempt  to  include  patronage  di-.ddcnds  in  the  gross  income, 
of  the  association  and  thereby  specifically  present  the  constitutional 
issue  to  the  courts « 

b.  Do  patronage  dividends  provide  an  appropriate 
base  for  the  assessment  of  ircome  tax? 

The  question  discussed  in  this  section  is  vdiether  patronage  dividends 
provide  an  appropriate  base  for  tho  assessment  of  income  tax  on  the- 
cco^^erative  a"ssocir.tion  as  such.  The  approach  is  to  consider  to  v/hat 
extent  the  amounts  v;hich  farm  cooperative  associations  report  as  patronage 
dividends  arc  analogous  to  the  earnings  and  profits  of  ordinary  corporations. 

From  the  r^rovious  discussion  of  the  way  cooperatives  operate,  it  seems 
clear  that  these  associations  give  rise  to  econcrdc  i:icoix  over  a  period 
of  years,  ct  least  to  the  extent  thr.t  thoy  use  any  substantial  am.ount  of 
capital  and  assume  any  significant  degree  of  risk.  The  economic  income 
earned  by  cooperatives,  however,  carnofbe  satisfactorily  measured  by  tho 
amount  of  patronage  di^/idends  distributed,  Som.o  cooperatives  so  conduct 
their  business  that  no  patronage  dividends  are  needed  to  return  their 
benefits  to  patrons..  In  other  cases,  patronage  dividends  either  under- ^ 
stpte  or  overstate  the  amount  of  economic  inccnie  earned  by  the  association. 
■  In  still  other  cases^  .so-called  patronage  di^ddenis  ixrc  paid  by  associations 
that  are  not  engaged  in  operating  a  business,  in  the  ordinary-  sense. 


ll 


Vf    In  this  connection  thoy  cite  the  case  of  Farm.crs'  Union  Cooperative 

Company  of  Guide  Rock  v.  Comi.iissioner,  90'F.  Ud)  488  (CCA.  8th,  1937). 

2/  Other  decisions  r/hich  have  been  cited  as  indicating  that  the  courts  aro 
not  always  responsive  to  the  agency  and  rebate  arguemcnts  in  their 
application  to^ooperativcs  include  Jmieau  Dairies ^  inc.,  44  B.T.A. 
79  (1941 )  and  Itoryland  and  Virginia  Milk  Frouucors '  Association  v. 
District  of  Colu]bia7  119  F.  (2d J  787 


Discussion  of  these  and  other 
cases  would  not,  hov/ever,  throv;  much  additional  light  on  the  consti- 
tutional question  at  issue© 


^ 
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Ono  type  of  case  in  'vyhich  cocperativo  associations  do  not  pay 
patronage  dividends  is  that  in  which  their  business  is  operated  on 
a  ccst-plus-exper.scs  basis,  with  benefits  returned  to  patrons  currently 
in  the  foni  of"  higher  (or  lower)  prices  for  goods  marketed  (or  purchased). 
At  the  present  tine,  a  nuch  more  inportant  type  of  case  is  that  in  which 
narketing  associations  r.iakc  only  a  token  payment  to  the  farmer  at  the 
tine  thoy  accept  delivery  of  his  product  and  pay  hin  the  balance  of  the 
proceeds  of  sale  at  the  close  of  the  narketing  season.   These  associations 
do  not  ordinarily  keep  their  accounts  sc  as  to  rxike  possible  a  separation 
cf  those  elenents  which  an  ordinary  corporation  would  consider  its  cost 
of  goods  sold  fron  those  elements  v:hich  it  would  consider  its  profits.  \J 

Anong  those  cooperatives  which  regularly  pay  patronage  dividends, 
the  amounts  paid  may  either  overstate  or  understate  the  economic  income 
earned  by  the  association.  For  example,  purchasing  associations  some- 
times make  a  r^ractice  of  charging  the  farmer  somewhat  moro  than  the 
market  price  in  order  to  accumulate  capital.  The  extra  amounts  are 
returned  tc  patrons  in  the  form  of  non-cash  patronage  dividenc^s,  but 
they  are  actually  a  fcr.a  of  capital  contribution  of  members  rather  than 
income  earned  by  the  association.  Understatement  of  the  economic  income 
of  the  association  may  result  v:here  the  cooperative  sells  at  a  price  below 
the  market  but  high  enough  to  result  in  a  small  patronage  dividend  at 
the  end  of  the  ycar« 

Even  among  cooperatives  of  the  Rochdale  t-j-DO   whose  avowed  objective 
is  to  pay  (or  charge)  prevailing  prices^,  patronage  dividends  do  not 
necessarily  consist  solely  of  income  earned  by  the  association^  If 
other  coirqpcting  businesses  give  special  concessions  which  do  net  enter 
into  list  prices,  such  as  quantity  or  seasonal  discounts,  free  delivery, 
or  the  extension  of  credit,  the  cocpcrat:.ve  may  choose  to  match  these, 
rot  by  offering  the  same  services,  but  by  holding  out  the  prospect  of  a 
patrorx^go  dividend  at  the  end  of  the  year.  To  the  extort  that  the 
patronage  dividend  decs  substitute  for  "quality"  or  non-price  competition, 
■  it  V7ill,  of  cnurse,  exceed  the  amount  v;hich  would  bo  analogous  to  the 
profits  of  an  ordinary  corporationc 


\7     These  cooperatives  occasionally  refer  to  tiio  entire  final  payments 
as  "patronage  dividends",  but  the  paym.ents  are  clearly  rot  analogous 
to  patronage  dividends  in  the  ordinary  sense. 
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Finally,  some  associations  that  distribute  so-called  patronage 
dividends  are  net  engaged'  in  business  activities  in  the  ordinary  sense 
anc"  hence  can  hardly  be  said  to  earn  business  income,  although  they  • 
may  benefit  farmers.  In  such  cases,  the  patronage-dividend  device 
is  merely  a  method  of  adjusting  prelimiinary  assessments  for  expenses 
to  actual  cxpenseso  For  example,  some  marketing  associations  are 
essentially  bargaining  associations,  which  negotiate  prices  with  buyers 
and  leave  the  actual  sales  to  farmer -members.   These  associations  often 
levy  a  tentative  assessrnont  on  each  unit  cf  -^ reduce  to  cover  exepnses 
of  the  association.   If  .actual  expenses  prove  to  te  less  than  the 
assessm.ent,  the  excess,  is  returned-  to  members  in  the  f'rm  cf  a  "patronage 
dividend"  in  proportion  to  products  sold  by  each  individurd  :. ember o 


It  appears,  therefore,  that  there  are  substantial  grounds  for 
questioning  the  appropriateness  of  patronage  dividends  as  a  base  for 
taxing  the  income  earned  by  cooperatives.  In  manv  situations,  a 
statute  requiring  the  inclusion  of  patronage  dividends  in  the  gross 
income  of  cooperative  associations  would  operate  most  inequitably. 
It  would  result  in  overtaxation  of  cooperatives  in  cases  where 
patronage  dividends  ove instate  the  economic  incorx-  earned  by  the 
cooperatives.  It  would  result  in  unfair  discrimination  among  different 
tj'pes  of  cooperatives  in  cases  v:hcre  patronage  di\"idcnds  understate  the 
ecdnomic  income  oarred  by  the  cooperr. tivos,  or  where  patronage  dividends 
are  not  used  at  all.   It  would  not  be  an  effective  m.eans  of  equalizing 
taxes  on   coopora tivos  and  other  forms  of  business  organizations. 

IV'oroover,  if  patronage  dividends  were  included  in  the  .^ross  income 
of  cooperatives,  the  result  might  merely  be  to  induce  those  associations 
which  now  report  substaiitial  patronage  dividends  to  change  thrir  methods 
of  doing  business  so  as  to  have  little  or  no  net- proceeds  to  distribute 
at  the  close  '-^-f  the  year.  In  the  case  of  an  ordinary  corporation  it  is 
always  in  ■l:he  interest  of  the  firm  to  maxiraze  its  net  income,  regardless 
of  tlie  fact  that  the  income  is  subject  to  the  cor-noraticn  income  tax* 
But  the  situation  v/ith  respect  to  the  cooperative  association  is  quite 
differoiit.  The  prir.ary  objective  of  a  farm,  cooperative  is  not  to  maximize 
the  "income  shoim  on  its  oTjn  accounting  Gtr.temcnt.a.  b-f;t  to  .•.••aximi ?;e.  the  inoomo 
of  its  far:ier-members.  Success  in  achieving  this  objective  is  not  depend- 
ent en  the  size  of  patronage  dividends.   In  the  case  of  a  marketing 
association-,  a  low  initial  price  and  a  large  patronage  divider.d  arc 
equivalent,  from  the  standpoint,  of  the  fanner,  to  a  hir.her  initial  price 
and  a  smaller  patronage  dividendo  In  the  case  of  a  purchasing  association, 
a  high  initial  price  and  a  large  patroiiage  dividend  are  equi'/alent  to  a  loi/or 
initial  price  and  a  smaller  oat ronp.go.,  dividend »\  \Uthon,-;h  t-ioso  cooporr.tivca 
now  using  the  patronage-dividend  device  undoubtedly  find  it  convenient, 
inclusion  of  patronage  dividends  in  the  gross  income  of  cooperatives 
would  greatly  lessen  the  attractiveness  of  this  device^  The  tax  could  be, 
and  in  mxiny  cases  probably  would  bo,  avoided  by  direct  price  adjustmionts 
and  other  devices  now  used  by  many  cooperatives  vdiich  return  benefits  to 
patrons  without  the  use  of  patronage  dividends. 
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The  possibility  that  patroncgo  di-/idonds  night  understate  the 
income  earned  ty  cooperatives,  or  might  not  be  used  o.t  all,  has  not  been 
ovcrlool-ed  by  those  -who  favor  the  inclusion  of  these  pGyia.;nts  in  the  gross 
income  of  cooperatives  for  tax  purposes.  To  meet  this  pr'^blcm,  they  v/ould 
require  the  Bureau  of  Internal  Revenue  to  reconstruct  the  income  of  coopera- 
tives and  to  determine  v:hat  patronage  dividends  v;ould  liave  been  paid  had 
the  association  paid  (or  charged)  prevr.iling  prices  minus  (or  plus)  reasonable 
operating  expenses.  They  assort  th:.t  income  of  cooperatives  could  be  recon- 
structed by  reference  to  prevailing  market  prices,  v/here  available  or  by 
comparison  with  comparable  finns.  On  this  approach,  income  tax  would  be 
assessed  on  the  basis  of  the  reconstructed  income,  includinr  reconctructod- 
patronage  dividends. 

..  Such  a  plan  would,  it  is  clear,  raise  a"  host  of  administrative 
problems.  1/  The  Treasury  would  have  to  determine  prevailing  prices  for  a 
large  number  of  commodities  in  every  local  market  for  every  day  in  the  year. 
It  would  be  extremely  difficult  to  determine  to  what  extent  commodities 
handled  and  services  rendered  by  cooperatives  and  ordinary  firms  were  actually 
corparable.  The  assessment  of  tax  ^;ould  require  an  elaborate  and  timo- 
consuirdng  process,  ai.d  would  doubtless  give  rise  to  much  litigation.  It 
should  be  noted  that,  if  such  a  plan  wore  adopted  for  farm'  cooperatives, 
consistency  would  require  its  extension  to  non-farm  cooperatives,  including 
the  r.iany  cooperative  procurement  associations  used  by  retailers  and  other 
businessmen.  The  administrative  problems  would,  therefore,  bo  even  greater, 
than  may  appear  at  first  glance. 

Even  if  administrative  problems  connected  v/ith  the  reconstruction  of 
income  of  cooperatives  could  be  satisfactorily  met,  the  plan  would  raise  a 
fundamental  issue  of  tax  equity.  In  the  case  of  cooperatives,  price  policies, 
which  may  h^ve  been  chosen  for  non-tax  reasons,  would,  in  effect,  be  dis- 
regarded in  the  determination  of  tax  liability.   This  raises  the  question 
whether  it  would  be  fair  to  tax  cooperatives  on  the  basis  of  some  concept  of 
"normal"  income— a  concept  which  would  inevitably  be  subject  to  many  different 
interpretations— without  doing  the  same  in  the  case  of  other  businesses. 


i7  '^hese  administrative  problems  would  be  essentially  simil'?  to  those 
encountered  in  auditing  claims  for  refunds  of  processinr  taxes  after 
these  taxes  were  declared  unconstitutional  and"  in  administering 
.  section  722  of  the  Internal  Revenue  Code,  which  involves  reconstruct ion 
of  base-period  income"  of  taxpayers  in  connection  with  claims  for  relief 
under  the  excess-profits  tax.  These  problems  required  an  enormous 
investip-ent  of  time  by  revenue  agents  and  the  creation  of.  special 
divisions  within  the  Bureau  of  Internal  Revcnac  to  oxpo-'itc  settlements. 
It  should  be  noted  that  in  tho  case  of  the  processing  taxes  and  the 
excess-profits  tax  the  problems  7/erc  non-recurrent  and  that  large  amounts 
of  revenue  were  involved. 
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D.     nontjnTTe_the_exc>ns?on  of  cash  pcatrona^^o  dividends  bi-it 

rcq-r:rcTnc   inc,'.i_^3ion'  of  no rj-  cash  patronaf^e   dividends 
in  " tho'Tti^M Do~oj:  j:oo p o rat-i/Oci 

Sone'recofincnd  that   the  ex-.l.-.sion  of   cash  pat ron.a.'^c  dividends 
be   contlnnod  bnt   tiic'it   ooope.rative   abSocia!:Lans  be  rGq-i.ircd  to 
incl^'dc  in  their  c-i^oss  inoor.it  pairona^^e  cLlvidenuy  paid  in  scrip  or 
other  nonr-.cash.  fornsc     is  was  pointed  ont  earlier  in   this  rciDort, 
non-cash  prtronar.e  dividends  by  farm  cooperatives  have  been  re-'^arded 
as  the   eq^.ivalent  of  cash  distrib^itions  on  the  gronnds  thcat  they 
are   in  effect  cash  payments  automatically  reinvested  under  the 
provisions  of  the    charterj  by-laws,    or  other    contracts  previously 
agreed  to  by  the  patrons.     Accordingly c   it  hr.s  been  he3.d  that 
they  Dxo  taxable  to   the   indivi^i.al  patron  rather  than  to   the  asso- 
ciationo     Many  of  the  problems  and  issues  relating  to   the  proposal  to 
inclii.de  all  patronage  dividends  in  the   income   of  cooperative s,  which 
are  disc-issed  in  the  preceding  section-   are  pertinent  to   the  proposal 
to   incl-.Tde  non-cash  patronage  dividends  in  the   income  of  the 
associations.     This  section,   however,   deals  only  with  the   special- 
problems  and  issT-f.es  raised  by  the  proposal  to   incliide  non-cash 
patronage  dividends^ln.  the  income  of  the  cooperativese  while 
continning  the  exclnsion  of  Cash  patronage  dividendso 

lo     Sn.miiary  of  arg-^.ments  for  and  against  the  present 
treatment  of  non-cash  patronage   di.videndg 

The  present   treatment  of  non-cash  patronage  dividends  is  similar 
to  the  treatment  of  earnings  reinvested  in  a  partnerships     This  part- 
nership approach  has  been  criticized  as  being  nrjrealistic  with  respect 
to   the  great  iiajority  of  farm  cooperatives^     Wilih   bhc  integration  and 
consolidation  of  these  associations  into  inter>-regional  organizations 
the   individ-nal  farmer  lias  been^said  to  be   too   far  removed  from  the 
activities  and  control  of  the  overhead  organization  to  be  treated  as  a 
partner f     It  has  also  been  argt^ed  that  many  patrons  of  farm  coopera- 
tives do  not  have  any  real  choice  regarding  the   form  in  which  they 
will  receive  their  patronage   dividends.     Both  non-member  patrons  and 
dissenting  minority  menbcj's  are,   it  is  pointed  orrtj,  bonnd  by  the 
vote  of  the  majority  nembersp  which  is   said  to  vitiate  the  contention 
that  non-cash  patronage  dividends  are  voluntary  contributions  of 
capital.     It  has  been  contended  that  in  many  cases  the  farmer  either 
receives  only  a  book     cred.it  or  a  non-transferable  certificate  and  so 
has  nothing  that  cm  be  regarded  as  a  true  rebate ^     Fnrthermorej   it 
has  been  argn.ed  that   the  farmer  does  not  regard  his  scrip  dividend 
as  the   equivalent   of  cash  and,    therefore,   does  not  report  it   in  his 
income   tax  retnrn  and  thatj   in  actn.al  practice,    the  partnership 
approach  is  not   always  followed. 
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On  the  other  hand,   those  •'^fro   favor  the  eTclusion  of  non-cash 
as  v^ell  as   cash  Datronape  r'ivir'enc's  ar^ue  that   the  memhers  of 
cooperatives  t^'T)ically  play  an  active  part    in  determining  the 
policies   of  their  associations.      It  has,   therefore,   "been  con- 
tenri-ed  that   it  is  ap-orcpriate   to  make  memhers  accoiintahle  for 
int^ivif'ual    income  t?ixes   on  earnings,   v'hich  the  memhers  have 
voted   to  reinvest   in  the  associationo     As   regards   the  fairness 
of  taxing  such  dividends   in  the  hands   of  non-memher  -ortrons   and 
dissenting  minority  memhers,    it   ha?  "been  ar/^aed  th^t   no  farmer 
is  ohlif^ed  to   trade  vdth,   or  "become   a  mem">'er  of,   a  cooperative 
association.      Consequently,    it    is   said,   if  he  derides   to   deal   with 
or  to   join  a  cooiierative  in  or^er  to.  share  in  its  benefits,   he 
sho'.ad   expect   to  assame  any  ohligations  which  the  memhers  as  a 
whole  decide  to   impose  on  themselves.     To  permit    ever*  xiptron  to 
exercise    Ms  own  indivirual   choice  in  the  ma+ter  would,    it   is   said, 
invite  "free  riding"   p.nd  possibly  undermine  the  economic  founda- 
tions of  the  organizations  ther.selveSo     As   to   whether  a  non-cnsh 
patronage  dividend   can  he  regarded   as  a  true  rebate,    it  has  "been 
argued  that   the   nuestion  of  its  transferability  or  liauidity  is 
essentially  irrelevant.     The  farmer  receiving  an  interest-bearing 
or  di ■(-'id end-paying  security  has  a  claim  on  future  income  vhich  it 
is  said  any  reasonable  man  -".tjuld  include  in  his  i^ersonal  balance 
sheet,   irrespective  of   its  linuidity^      Finally,   as   regar's   the  matter 
of  reporting  such  recei-^ts,    it   has  been  held  that   the  problem  could 
be   easily  handled,   first,  by  making  the  farm'^r  more  a^are  of  the  tc?x 
status  of  these  paj'ments  and,   second,   by  rea'ii ring  the  associations 
themselves   to  T)rovide  information  at   the  sourcec 

2.     Other  considerations   raised  by  the  -pro-oosal 
to   include  non-cash  "jatronpfc  divider. f^s   in  the 
ihcom.e   of  coo"0"rgtives 

'^he  proposal   to   require  the  inclusion  of  non-cash  r-ntrona^e 
di^-iden'^s   in  the  income  of  coor^orati'^es   raises   the  problem  of  the 
definition  of  cash  and  noa^cash  distributions,    in  the  light   of  the 
doctrine  of  constructive  receipt   of  cash.     This    is  a  highly  tech- 
nical matter,   "hich  vould  ultimately  have  to  be  passed  on  by  the 
courts.      In  the  fev^  decisions  on  the  m.atter,   the  lower  courts  have 
been  disT)osed  to    consider  as   equivalent   to   cash  both  (a)   options  to 
recei^-e  cash  in  lieu  of  stock  an-^    (b)   patronage  dividends  apr^lied 
to  the  purchase  of  stock  by  members   in  acccr'^a^ce  with  the  by-laws 
of  the  association,  1/ 


1/     Mi'^lnnd    Con-D'-^ati-e  VJholesale,^^'     :B^A.   82^:    (1921);    '^nitrd 
CooT>rra^i^-e.    IneorTJorat ed  ,   ^T^  C.    9^5.(1^^^'). 
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."^ven  if  Congress   were  willing  to  adopt  a  more  restrictive 
.definition  of  a  "cash"   '='istribution  than  the  courts  have  thus 
far  been  disposed   to   follov-,    it   seems  highly  likely  that   the 
courts  would   continue  to  hold  that   an  option  to   receive  cash 
is   equivalent   to  actual   receipt   of  cash.     Many  coo-oerati ves 
already  make  a  practice  of  giving  patrons   an  option  to   recei^-e  pat- 
ronafre  dividends  in  the  form  of  stock  or  cashe     Their  suc^^ess 
v/ith  this  practice  makes   it   probable  that   its  use  would  increase 
among  cooperatives  whose  riistrib'^t ions   m.irht   not   otherwise 
qualify  for  the  excl'ision  as   cash  Tir,trona.^e  dividends. 

Congress  could  presumably  provide  by  statute  that   distribu- 
tions of  stock  or  book  credits   shall  not   he  considered  the  equiTralent 
of  a   cash  ^Ociirom^^e  dividend"   'inless   the   stock  or  book  credit   is 
.transferable.     At  the  ^Dresent   time,   the  majority  of  cooperatives 
using  revolving  funds   and   paying  non-cash  patrona.re  d  i-'i'-'ends   do 
not    issue  any  actual   certi-^icates,   and,   among  those  ase.e'^iations 
issuing  certificates,   many  use  non-transf erabl.e  stoc>,  ly      I^> 
however,   non-transferable   distributions   were  made  taxable,    there 
would  a^T'ear  to  be   ro   im.Dortant  legal   or   economic    reasons  for  any 
coo-':)erative  to   continue  to   issue  non-transferable  pa^-)er   (except 
po'-sibly  in  the  c^-se  of  non-stock  association  members'   certificates). 
The  iDrinci^oal   function  of  non-transf erability  has /neen  to  ■nr'^vent 
S"!oeeul?^tion  in  the  ■'')a-^:ier  of  ne^'  organisations — a  factor  srhich  would 
be  of  only  minor   si2"nif icance   relative   to 


'"he   ^ 


:  n-" 


In  the  lii^ht   of  the  foregoing  considerations,    it   apT)ears   that 
a  requirement   that  non-cash  distributions   of  patrona^^e  dividends  be 
Included  in  +he  income  of  cooperative  associations,    while  cash 
distributions   wer^\  excluded ,   viduI-'   net   "rev-nt   cooperatives  from 
building  up  substantial   amounts  of  capital  out    of  earnings  not   taxed 
to  the  as.-ociationo      "^r  use  of  the  OT:)tion  to   receive  cash  an''   per- 
haps also  by  the  ■^stribution  of  tr-^nsf erablo  stock,    coorieratives 
could   retain  income  v.ihich  ^^ould  be  regarded  as   const ructi^-ely  received 
by  mem^bers  and  hence  excludable  from  the  ta-able  income  of  the  associa- 
tion.    Moreover,    it   would  be  r)ossihle  for  cooperatives  to  le\'y. assess- 
ments against  loatrons   to  distribute  cash  patronage  di^'idends  and   at 
the  same  time  to  lev^r  an  equix-alent   aas efesEi an f  against  patrons.     This 
vrould  enable  the  association  to   qualify  for  the  exclusion,   while  still, 
in  effect,    accamulating  capital  out  of   earnings. 


ry  Among  the  organizat-'.ons  which  do  i 
estimate  is  that  about  one-fourth 
form  of  inreferred.  stock  (all  trans 
rem.ainder  is  in  the  form  of  revo^  ••• 
(a.bout  one-half  of  v^ich  ?re  trans 
in  the  form  of  covmon  stock  (parti 
of  non-mem.ber  loatrons)  are  genera] 
althO'igh  in  most  cases  the  stock 
■first   to   other  members  or  to   the 


ssue  crtii'^icates,   an   informed 
of  the  certificates  are  in  the 
ferable).and   most  of  the 
ing-fund    or  o^her  certificates 
ferable).      Patronage  '^ivir'ends 
cularly  important   in  the  case 
ly  legally  trar:sferable, 
must  be  o:*^:^ered   at   least   at 
association  itself. 


i 


^ 
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E .     Alternatives  to  the  incor.e  -tax  as 
a  rfcthcd  of  taxing!  farm  cooperatives 


The  difficulties  that  would  be  encountered  in  attempting  to 
include  patronage  dividends  of  fam  cooperatives  in  the  corporation 
inccr:e  tax  base^have  persuaded  soir^.e  critics  of  the  present  treat- 
ment th-t   soT?.Q  other  api^ropch  must  be  used  to  tax  these  associations 
to  the  sarre  extenw  as  ordinar;/  buantss  corporationso     The  present 
disparity  in  the  tax  burdens  of  cooper.-^. tives  and  ordinary  corpo- 
rations should,  in  their  opinion,   not  be  permitted  to  continue-^    If 
tax  equality  cannot  be  achieved  under  the  income  tax,   it  is  their 
vieT7  that  it  should  be  approached  from  some  other  direction.     Two 
alternative  taxes  have  been  suggested,  each  of  v/hich  vill  be  given 
bri ef- consideration, 

1»     Gross  receipts  tax 

An  altem-'tivc  to  a  net  inccsne  tax  on  farm  coopera.tives  that  has 
been  sugr-csted  is  a  tax  based  on  gross  sales  or  receipts.     In  the 
view  of  its  sponsors,    such  a  tax  v.ould  have  the  advantage  of  reduc- 
ing the  effect  of  vail^tions  in  accounting  methods  on  coopcr?.tive 
tax  liabilityo     iilthough  the  association  doing  business  on  the 
prevailing-piice  method  v.ould  still  be  somowh-t  more  heavily  taxed 
than  one  operating  on  a  cost-plus-estimated-exrenses  b^'sis,   the 
difference  ""culd  be  much  less  than  it  would  be  under  a  net  income 
tax  vith  patronage  dividends  included  in  gross  income. 

It  Tvould,   hoTTever,   be  impossible  to  select  any  one  rate  of  tax 
on  gross  sales  cr  receipts  rhich  rould  be  apprr-ximstely  equivalent  to 
the  corporate  income  tax  if  imposed  on  the  economic  incoriO  of 
cooperatives*.     The  amount  of  profits  earned  on  a   dollar  of  gross   . 
sales  or   receipts  varies  v-ldely  from  industry  to  industry,  and  to 
a  lesser  extent  from  firm  to  finn  in  the  s^me  industiyr     It  depends 
on  such  factors  as  the  amount  of  cap:  tal  employed  and  its  rate  of 
turnover  and  -".vhetht  r  the  particular  firm  is  a  producer  of  basic 
commodities,   a  processor,  a  7.-holes?ler,  or  a   retriler<.     Even 
though  farm  cooperatives,  taken  as  a  vhole,  are  predominately  trading 
associations,   it  appears  that  a  tax  on  gross  sales  or  receipts  would 
probably  yield  rather  capricious  results.     Among  ordinary  corporations, 
a   uniform  tax  on  £ros£   sales  or  receipts  TOuld  be  equiv?lont  to  Y.ldely 
different  rates,  on  net  income  as  betx  een  manufpcturers,   wholesale  tradc^ 
and  retail  trade,  and  as  betvccn  retailers  in  different  lines,  l/ 


1/  For  example,  in  1942,  a  1-percont  tax  on  gross  sales  and  receipts 
from  operations  vrould  have  been,  equival-mt  to  the  follovdng  pe2>- 
centages  of  compiled  net  profits  of  corporations  filing  income  tax 
returns  (including  those  v/ith  and  those  vathout  net  income):      total 

.     raa.nufacturing,   8,6  percent;  v/holosale  commission  merchants,  15«6  per- 
cent;   other  TaTcle sale rs,   26.3. percent;   retail  trade^    general  mer- 
chandise,  11.2  percent;   retail  food  stores,,  including  market  milk 
dealers,   50.0  percent;   filling  stations,   29.^  percent;   retail  hard- 
y-are stores,  16.7  percent;  retail  building  nu-'te rial,  fuel,  and  ice 
stores,.  25o6  percent,,     Computed  from  Statistics  of  Income  for  1942 
Part  2,  Table  3.  ' 
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There  is  every  reason  to  believe  that  the  sane  would  "be  true  of 
a  uniform  gross-receipts  tax  on  cooperative  associations  of 
different  typeso     A  further  complication  ?xisos  from  the  fact 
that  the  income  tax  on  ordinary  corporations  is  not  imposed  at  a 
uniform  rate  tnit  is  graduated  on  net  incomes  of  less  than  $509000. 

Under  a  i^ross- receipts  tax,  additional  differences  in  taxes 
on  essentially  similar  cooperative  associations  would  arise  out  of 
inirely  lc£;al  differences  in  the  form  of  organization  and  method 
of  doing  businesso     For  example,   a  federated  cooperative   (composed 
of  a  number  of  legally  independent  units)  would  presumably  be  sub- 
ject to  tax  each  tir.e  products  moved  between  successive  stagesg 
\T^hereas  only  one  tax  would  be  imposed  in  the  case  of  a  centralized 
association.     Moreover,  marketing  and  purchasing  associations  which 
operate  on  a  corxmission  basis,  without  tripling  title  to   the  goods 
handled,  would  presumably  be  subject  to  tax  only  on  their  gross 
receipts  from  commissions,  whereas  othcn-zise  similar  associations, 
which,  hov;evcr,    talre   title   to   the  gDods  handled,  v/ould  be  taxed  on 
a  miich  larger  baso^     Imposition  of  the  gross-recoipts  tax  would 
doubtless  stimulate  cha.nges  in  legal  organization  and  method  of 
doing  business  intended  to  minimize   the  taXo 

Any  attempt  to  meet  these  problems  by  establishing  different 
ra.tes  of  tax  for  different  types  of  associations  vrould  encounter 
formidable  difficulties  and  would  still  leave  tho  equity  problem 
unsolved  in  borderline  cases« 

Finally,   it  is  generally  agreed     that  a  gross-receipts  tajc  is 
much  more  likclj'-  to  be  passed  on  to  consumers  tha.n  is  a.  tax  on  net 
income »     To  the   extent  that  the  tax  wr.s  passed  on  in  the  fo.rm  of 
higher  prices  for  farm  products,  it  would,   of  course,   fail  to  accom- 
plish its  primary  objective  of  imposing  a  tax  on  tho  economic  income 
of  the  cooperative  associations^     The  possibility  of  shifting  of  a 
gross-receipts  tax  would  be  greatest  in  ca.ses  v;haro  cooperative 
marketing  associations   supply  a  large   share  of  the  market  for  a 
particular  commodity, 

2 •     Tax  on  invested  capital 

A  second  alternative,   or  supplement ,   to  a  net  income  tajc  that  has 
been  proposed  is  a  tax  based  on  invested  capital.     A  ta.x  of  this  type  would 
be  based  on  the  presumption  that  the   capital  invested  in  a  cooperative 
associa-tion  may  be  e::^ected  to   earn  a.t  lea^st  a  normal  ra,te  of  rettirn 
for  its  ov/ncrso 

The  imposition  of  s^ach  a  tax  would  raise  the  problem  of  defining 
invested  capital,  prxticularly  th.at  of  determining  whether  it   should 
include  only  equity  capitaJ.  or  both  equity  and  borrowed  capital.     In 
favor  of  confining  the   tax  to  canity  capital,   it  has  been  pointed  out 
that  ordinary  corporations  are   allowed  a  deduction  for  interest  pa.id  on 
borrov/ed  ca,pital  and  hence  argued  that,   if  the  objective  is  to  impose 
a  tax  equj.valent  to   the  income  tax  on  ordinary  corporations,   cooperatives 
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E.     Alternatives  to  the  incor;e  tax  as 
a  nebhcd  of  taxings  farm  cooperatives 

The  difficulties  that  would  be  encountered  in  attempting  to 
include  patronage  dividtsnds  of  fam  cooperatives  in  the  corporation 
inccr.e  tax  base  have  perifuaded  sor-e  critics  of  the  present  treat- 
ment that   sor.e  other  ap^ropch  must  be  used  to  tay  these  associations 
to  the-  s?.r:je  extemv  as  orclnB.rj  business  corporations*     The  present 
disparity  in  the  tax  burdens  of  cooper-itives  snd  ordinary  corpo- 
rations should,  in  their  opinion,   not  be  perrdtted  to  continue-^    If 
tax  equality  cannot  be  achieved  under  the  income  tax,   it  is  their 
vievr  that  it  should  be  approached  from  some  other  direction.     Two 
alternative  taxes  have  been  suggested,  each  of  v/hich  vdll  be  given 
bri  ef- consideration, 

1,     Gross  receipts  tax 

An  alternative  to  a  net  incom.e  tax  on  farm  coopers. tives  that  has 
been  sug-csted  is  a  tax  based  on  gross  sales  or  receipts.     In  the 
vieY;  of  its  sponsors,    such  a  tax  v.ould  hr?ve  the  advantage  of  reduc- 
ing the  effect  of  variations  in  accounting  methods  on  cooper?.tive 
tax  liabilityo     idthough  the  c ssociation  doing  business  on  the 
pru;vailing-price  method  vould  still  be  some\\h-t  more  heavily  taxed 
than  one  operating  on  a  ccst-plus-estimated-exrenses  b?sis,   the 
difference  •"culd   oe  aiuch  less  than  it  ^ould  be  under  a  net  income 
tax  vith  patronage  dividends  included  in  gross  income. 

It  T;Ould,  ho-.Tever,   be  impossible  to   select  any  one  rate  of  tax 
on  gross  sales  or  receipts  rhich  rould  be  apprr;ximstely  equivalent  to 
the  corporate  income  tax  if  imposed  on  the  economic  income  of 
cooperatives.     The  amount  of  profits  earned  on  a   dollar  of  gross   . 
sales  or   receipts  varies  v.ldely  from  industry  to  industry,  and  to 
a  lesser  extent  from  firm  to  fir:n  in  the  s^me  industryr     It  depends 
on  such  factors  as  the  amount  of  cap:  tal  employed  and  its  rate  of 
turnover  and  --."rhetht  r  the  parti culrr  firm  is  a  producer  of  basic 
commodities,   a  processor,  a  7.-holes?ler,  or  a   retrller.     Even 
though  farm  cooperatives,  taken  as  a  rhole,   ^.rc--  predominately  trading 
associations,   it  appears  that  a  tax  on  gross  sales  or  receipts  -vvould 
probably  yield  rather  capricious  results.     Among  ordinary  corporations, 
a   uniform  tax  on  gross   sa.les  or  receipts  -would  be  equivalent  to  T.ldely 
different  rates. on  net  income  as  betveen  manufacturers,   rholesale  trade, 
and  retell  trade,  and  3s  betveen  retailers  in  different  lines,   l/ 


1/  For  examiple,  in  19^2,  a  l-p.-rcent  tax  on  gross  sales  and  receipts 
frc'm  operations  vrould  have  been  e qui V3l:mt  to  the  follov.ing  per^ 
centages  of  compiled  net  profits  of  corporations  filing  income  tax 
returns  (including  those  v/ith  and  those  vathout  net  income):     total 

.     ma.nufacturing,   836  percent:  v/holesale  cor.mission  merchants,  15^6  per- 
cent;   other  Tixle sale rs 5   26.3  .percent;    retail  trade^    general  mer- 
chandise,  11.2  percent;   retail  food  stores,,  including  market  mdlk 
dealers,   50.0  percent;   filling  stations,    29,4-  percent;    retail  hard- 
ware stores,  16o7  percent^  r-etail  building  :i:ate rial,  fuel,  and  ice 
stores,.  2$c6  percent«     Computed  from  Statistics  of  Income  for  19^ 
Part  2,  Table  3.  ' 


There  is  every  reason  to  "believe  that  the  sane  would  bo  true  of 
a  uniform  gross-receipts  tax  on  cooperative  associa.tions  of 
different  types*     A  further  complication  arises  from  the  fact 
that  the  incor.c  tax  on  ordinary  corpora,tions  is  not  imposed  at  a 
uniform  rate  but  is  graduated  on  net  incomes  of  less  thru  $50 ^ 000. 

Under  a  .^ross- receipts  ta^,  additional  differences  in  taxes 
on  essentially  similar  cooperative  associations  would  arise  out  of 
purely  lce;al  differences  in  the  form  of  organization  and  method 
of  doing  businesso     For  example,   a  federated  cooperative   (composed 
of  a  number  of  legally  independent  units)  would  presumably  be  sub- 
ject to   tax  each  tir.c  products  moved  bctv;ocn  successive   sta-gesj 
v/hcrcas  only  one  tax  would  be  imposed  in  the  case  of  a  centralized 
associa.ticn.     Moreover,   na.rketing  and  purchasing  associations  which 
operate  on  a  corimission  basis,  without  tailing  title  to  the  goods 
handled,  would  presumably  be   subject   to  tax  only  on  their  gross 
receipts  from  cor.r.iissions,  wherea-S  othcr\'/isc  sirdlar  a^ssocia^tions, 
which,   hov;cvcr,    tal-e   title   to   the  goods  handled,  v/ould  be  taxed  on 
a  much  larger  basOo     Imposition  of  the  gross-recoipts  tax  would 
doubtless  stirmlatc   cha.nges  in  legal  orgajiization  and  method  of 
doing  business  intended  to  minimize   the  tax. 

Any  attempt   to  meet  these  problcm.s  by  esta.blishing  diffcrcrit 
rentes  of  tax  for  different   types  of  a.ssociations  v/ould  encounter 
formidable  difficulties  ajid  would  still  leave  tho  equity  problem 
unsolved  in  borderline   cases« 

Finally,   it  is  generally  a-greed     that  a  gross- receipts  tax  is 
much  more  likely  to  be  passed  on  to   consumers  tha,n  is  a  tax  on  not 
income o     To   the   extent  that  the  tax  wa.s  passed  on  in  the  fo.rm  of 
higher  prices  for  farm  products,   it  would,   of  course,   fa.il  to  accom- 
plish its  primary  objective  of  imposing  a  tax  on  tho  economic  income 
of  tho  coopera-tive  associationso     The  possibility  of  shifting  of  a 
gross-recoipts  tax  would  be  greatest  in  cases  v;haro   co operant ivc 
marketing  associations   supply  a  large   sha.re  of  the  market  for  a 
particular  com::jodity, 

2 •     Tax  on  invested  capital 

A  second  alternative,   or   supplement ,   to  a  net  income  tajc  that  has 
been  x)roposcd  is  a,  tax  ba.sed  on  invested  capital »     A  ta,x  of  this  typo  would 
be  based  on  the  presumption  that  the   ca.pital  invested  in  a  coopera.tivo 
associa,tion  may  be  e::qpectcd  to   ca.rn  a.t  lea.st  a  normal  ra.tc  of  return 
for  its  owner So 


The  inrposition  of 
invested  capital,  parti 
include  only  equity  ca.p 
favor  of  confining  the 
that  ordinary  corporati 
borro\7ed  ca,pita,l  and  he 
a  tax  equivalent  to   the 


s^ach  a  tax  would  raise  the  problem  of  defining 
cularly  that  of  determining  whether  it   should 
ital  or  both  equity  ajid  borrov/od  capita.l.     In 
ta.x  to  cqr.ity  capitavl,   it  has  been  pointed  out 
ons  are   allowed  a  deduction  for  interest  paid  on 
ncc  argued  that,   if  the   objective  is  to  impose 
income  tax  on  ordina.ry  corporations,   cooperatives 
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svonl^  te  miove?   to   e.xlu.'e  Vo^ro'-e^.  cnplt.-l.     I\irthernore .   it      . 
h;s  teen  contrn<'efl  that   the  inclusion  of  ^>orrowed  capital   >'°^^ 
Svo  an  a^vanta.,..  to  strong  coopc-atives  that   can  ^orrow  at   interest 
giTC  an  Kv.Y^     ^  o„f.rs~e  re<-urn  on  total   invested    caTJital.     On 

^f/:,i::\\:       t   e  lr.c ru^i^n  0%  .orroved  capital  has  ^-n  supported 
t^Ie-  ontentlon  that  in  the  case  of  -ot>crati.es  the  disUnction 
■bP^ween  eauitv  and   drM   Is  not  Tiarticularly  significant,   inasmuch 
as'di^den^     on  stock  are  strictly  United.     Moreover     coo^rat.ves 
W  nl;-cash  patronage  di^dends   in  toth  den  an.  equity  fo^'l'J-'- 
ision  of  deU   v-ould   — it  the  associat  ons  to  avoi     the  t^x 
Dy  distrihutinr  future- non-cash  patronape  dividen.'s  m  the  lorm 
dett   o'bli'ations. 

A  further  prohlem  in  connection  vith  a  tix  on  irTf/^ar/of'" 
vould  De  the  selection  of  an  a.,pro^riate  rate.     As   in  .^-^^^^^^  °^ 
^css  receipts,   there  are  important   variations   in  ^^J^^lff'^,^^,,^,, 
^tveen  invested   capital  and  n.-t    i^''"'^-^^*  •^7^|•^^^,'^^'!^;,^^H^^^  ' 

under  the   excess-profits  tax  has  demonstrated   that   these   .''^"^t^"'^^ 
ire  ven'  laree  in  the  case  of  or^inaiy   corporations,   and   it   is 
reasoSle  to  assume- that  the  sane  lack  of  unifomity  exists  in     he 
c..eTf  cooperatives.      It  may  he  presumed  that   all   coo^^eratives  that 
sta^  ll  tusiress   earn  at  least  a  normal   rate  of   return  over  the  lonp 
^    Wt  ,fe.r-to-ycar  flucfiations  ahovc  and  -elow  normal   earnings 
Se.rohal.ly  so   vdde  that  a  ta.  assessed   on  an  annual  ^--  -^^^^^ 
^-F^.^:^  ■r^c.nlt   in  sprious  K-rasMxis   or  ineqaitics.      ^he  tax. on  in   ebbeu 
:a;uart:filc..  hcIr  rc'^ively  h'eavily  on  -.e*  an^   aeclining  associations 
hut   relatively  li*tly  on  strong  and   grovin^;  associations. 

PinaUy.it  may  he  pointed  out   that   a  tax  on  invested  capital 
v^nld   .i--e   rise  to   serious  legal  and  ^''^"•i^i^t'-f  ^'^'^  ^'^°^\""'"   „t 
exDerience  under  the  excess-profits    .cX     ^-.^-^      »  iTnT^ossible 

of  invested   capital   is   alv^a-s   a  corrplex  wol^len  v*iich   is   impossible 
to   sol-e   in  an  entirely  satisfactory  mannero 


.^ 
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APPEl^IDIX*  A 


Economic  Importance  and  Present  Tax  Treatment  of  Cooperatives 
Other  Than  Farmers'  ilarketing  and  Purchasing  Associations 


I,  Urhan  purchasing  cooperatives 

Closest  to  the  farmers*  marketing  and  purchasing  associations 
in  terms  of  economic  functions  are  the  urban  purchasing  associations. 
These  organizations  differ  from  farm  purchasing  cooperatives  only  in 
; the  character  of  their  membership  and  to  some  extent  in  the  type  of 
.commodities  handled.  Many  of  these  local  urban  associations  are 
affiliated  v;ith  the  farmers'  cooperatives  in  the  regional  and  inter- 
regional federations  (particularly,  the  petroleum  associations) a 

As  of  1945,  the  Bureau  of  Labor  Statistics  estimates  that  about 
2,650  non»farm  local  purchasing  associations  l/  were  in  existence 
with  about  812,000  members.  2/  Retail  grocery  and  other  retail  .stores 
accounted  for  the  bulk  of  the  associations  (l,850)  and  members  (600,000), 
followed  by  petroleum  associations  (775  associations  with  200^000  members). 
Total  volume  of  business  was  estimated  at  nearly  !:|.-530  million  or  about 
6  percent  of  the  total  farm  marketing  and  purchasing  volume  and  about 
35  percent  of  farm  purchasing  volume  alone.  Retail  store  sales  were 
■  ^171  million  and  petroleum  sales  nearly  $140  million.  Ho  data  are 
available  as  to  the  amount  of  patronage  dividends  paid  by  these  associ- 
ations, but  the  total  was  certainly  less  than  v;- 5  million  and  probably 
less  than  ^?>2  million* 

The  tax  status  of  these  urban  associations  is  the  same  as  that  of 
non-exempt  farm  associations.  The  associations  are  subject  to  the 
corporation  income  tax,  but  may  exclude  fron.  gross  income  bona  fide 
patronage  dividends  paid  in  cash  as  v/ell  as  in  non-cash  formo  Taxable 
income  consists,  therefore,  of  dividends  paid  on  capital  stock  plus 
amounts  retained  and  added  to  reserves. 

Patrons  of  urban  associations  are  not  taxable  on  patronage 
dividends  received.   It  v/ill  be  remembered  that  patronage  dividends  to 
farmers  from  purchasing  associations  enter  into  income  only  indirectly 
(i~ev,by  reducing  farm  costs)  since  patronage  dividends  are  held  to  be 
legally  price  reductions «,  A  price  reduction  or  "bargain  purchase"  as 
such  is  not  considered  taxable  income  and  since  consumers'  expenditures 
for  food,  clothing,  and  the  like  are  also  not  allowable  deductions 
(i.e.,  costs  of  earning  income)  under  present  concepts  of  taxable 


1/     Defined  as  associations  the  majority  of  whose  members  were  not 

farmers  o 
Z/    Not  adjusted  for  multiple  memberships. 
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should  te  -.novee  to  exclude  Vorrovred.  cnpit..l.     IMrthernore.  it 
has  /een  contended  that   the  inclusion  of  ^orro.ed.  ^^^?1  f  jf^^^^,, 
giv.  an  advantage  to   strong  cooT)c^ativcs  that   cnn  f  ^'""^  ^*   "*"J^'* 
^tes  lover  t-an  the  avcrape  return  on  total   invested   ^^^*f  •     °^^^ 
tv.e  ctho-  -and.  the  Inclusion  of  borrowed  capital  has  teen  supported 

t^he  contention  th^t  in  the  case  of  ^-°-^-^'''^^.''^'''l^^^ 
>,e*ween  eauitv  and   debt   is  not  r.artioularly  significant,   inasmuch 
a^dl^dends  'on  stock  are  strictly  United.     Moreove-r     cooperatives 
'^y  noi^cash  patronage  dividends   in  both  dent  an     equity  fo-^.   -^^ 
exclusion  of  debt   vould  i^emit   the  associations   *»  «T'^^^   '^^^  *"^„f 
by  distributinr  future- non^cash  patronape  dividends   m  the  form  of 

d.ett   obligations. 

i  f„j...Her  problem  in  connection  vdth  a  taa  on  invested  capital 
«uld  be   the  selection  of  an  aT,proiDriat e  rate.     As   in   .l--^.  ^-^se  of 
™  receiT,ts.   there  are  important   variations   in  t^-'' J^l^*^^".^^    .  ^..^^ 

f;?we.n  invest ;d   capital  and  net    i™/*/7,jin,*^re';,,Stions 
under  the   excess-profits  tax  has  demonstrated   that   these   ^'^r^^i^°^^ 
are  very  large  in  the   case  of  ordinary   corperations,   and   it   is 
reasISle  to   rssume-that  the  sane  lack  of  uniforr^ity  exists  m  the 
c'^e Tf  cee4atives.      It  may  be  presumed  that   all   cooperatives  that 
stav  in  business   earn  at  least  a  normal   rate  of  return  -- J;^     ^""^ 
run.  but  venr-to-ycar  fluct-iations   above  and   "elov  n"'?^!.  f  "^"«^ 
^e^robably  so  vide  that  a  tax  assessed  on  an  annual   basis  "^'iLd 
Tften  re^ull  in  serious  hardships   or  ineouities.     f^^^^;^, 
eapital   -ould.  bear  relatively  heavily  on  weak  an^   declining  associatio 
but  relatively  liAtly  on  strong  and   grovdnc  associations. 

FinaUy.it  may  be  pointed,  out   th^t   a  try.  on  In-ested  capital 
«o,ad   'ive  ^Ise  to  serious  legal  and  ad.ministrative  problems.     As 

:^;erience  under  the  excess-profits  tax  '^-•f'^^:' .^^^rl'^^sible 
of  invested  capital  is  alwavs  a  complex  froblen  .i'-ich  is  impossible 
to   sol^-e  in  an.  entirely  satisfactorv  manner. 
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APPE^IDIX"  A 


Economic   Importance  and  Present  Tax  Treatment  of  Cooperatives 
■     Other  Than  Farmers'   ll^arketing  and  Purchasing  Associations 


I,     Urban  purchasing  cooperatives 

Closest  to  the  farmers*   marketing  and  purchasing  associations 
in  terms   of  economic  functions  are   the  urban  purchasing  associations* 
These  organizations  differ  from  farm  purchasing  cooperatives  only  in 
> the  character  of  their  membership  and   to  some  extent  in  the   type  of 
.commodities  handled.     Many  of  these  local  urban  associations  are 
affiliated  with  the  farmers'   cooperatives   in  the  regional  and   inter- 
regional federations    (particularly,   the  petroleum  associations )o 

As  of  1945,   the  Bureau  of  Labor  Statistics   estimates   that  about 
2,650  non-farm  local  purchasing  associations  l/  were  in  existence 
with  about  812,000  members.   Z/    Retail   grocery  and   other  retail .stores 
accounted  for  the  bulk  of  the  associations    (l,850)   and  members    (600,000), 
followed  by  petroleum  associations    (775  associations  with  200^,000  members) 
Total  volume  of  business  was   estimated  at  nearly  !i|:530  million  or  about 
6  percent  of  the  total  farm  marketing  and  purchasing  volume  and  about 
35  percent  of  farm  purchasing  volume  alone.     Retail  store  sales  were 
Cl71  million  and  petroleum  sales  nearly  $140  million.     Wo  data  are 
available  as   to  the  amount  of  patronage  dividends  paid  by  these  associ- 
ations, but  the  total  was  certainly  less   than  ^i- 5  mdllion  and  probably 
less   than  ^i>2  million* 

The   tax  status   of  these  urban  associations   is   the   same  as    that  of 
non-exempt  farm  associations.     The  associations   are  subject  to  the 
corporation  income  tax,  but  may  exclude  froiT.  gross   income  bona  fide 
patronage  dividends  paid   in  cash  as  v/ell   as   in  non-cash  form<.      Taxable 
income  consists,   therefore,   of  dividends  paid   on  capital  stock  plus 
amounts   retained  and  added  to  reserves. 
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(i-e-,,by  reducing  farm 
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ssociations  are  not  taxable  on  patronage 
vdll  be   remembered   that  patronage  dividends   to 
associations   enter  into   income  only  indirectly 
costs)   since  patronage  dividends  are  held   to  be 
So     A  price  reduction  or  "bargain  purchase"  as 
taxable  income  and  since  consumers'    expenditures 


for  food,  clothing^,  and   the  like  are  also  not  allowable  deductions 
(i.e.,  costs   of  earning  income)  under  present  concepts   of  taxable 


l/    Defined  as  associations   the  majority  of  whose  members  were  not 

farmers «, 
Z^    Not  adjusted  for  multiple  memberships. 
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income,  urban  consumers  pay  no  tax  on  patronage  dividends o  The 
treatment  of  urban  purchasing  cooperatives,  therefore,  differs  from 
the  treatment  of  farm  purchasing  cooperatives  in  that  the  income 
arising  in  such  cooperatives  is  not  ordinarily  reached  by  the  tax 
system  at  one  level  or  the  other. 

II •  Other  cooperatives 

Other  types  of  organizations  coi-jnonly  considered  as  cooperatives 
in  the  broad  sense  include  certain  mutual  insurance  companies,  mutual 
irrigation  companies,  cooperative  telephone  companies,  credit  unions, 
and  the  like.  Here  again,  the  essential  tax  principles  previously 
discussed  are  fully  applicable  despite  surface  differences  in  actual 
methods  of  operation  and  organization*  Unlike  the  urban  purchasing 
group,  most  of  these  misce?-laneous  organizations  are  specifically 
exempt  under  some  subsection  of  section  101  of  the  Internal  Revenue 
Code.  YJhere  the  organization  makes  a  payment  to  members  or  patrons 
analogous  to  the  patronage  dividends  of  marketing  or  purchasing 
associations,  the  tax  treatment  is  approximately  the  same.  That  is, 
refunds  to  business  units  enter  into  taxable  income  directly  or 
indirectly p  but  refunds  to  non-business  units  are  not  taxable©   The 
follov/ing  table  shows  the  number,  membership ^  business  volume  (where 
available)  and  tax  status  of  the  miscellaneous  organizations  considered 
as  cooperatives  in  official  statistical  sources o  The  table  does  not 
include  the  many  organizations  formed  on  cooperative  principles  by 
business  firms  for  the  purpose  of  procurpmcnt,  wholesaling,  and  the  like, 
which  are  not  included  in  the  ordinal y  usage  of  the  term  "cooperative"* 
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income,  urban  consumers  pay  no  tax  on  patronage  dividends o  The 
treatment  of  urban  purchasing  cooperatives,  therefore,  differs  from 
the  treatment  of  farm  purchasing  cooperatives  in  that  the  income 
arising  in  such  cooperatives  is  not  ordinarily  reached  by  the  tax 
system  at  one  level  or  the  other. 

II.  Other  cooperatives 

Other  t^'pes  of  organizations  coranonly  considered  as  cooperatives 
in  the  broad  sense  include  certain  nutual  insurance  companies,  mutual 
irrigation  companies,  cooperative  telephone  companies,  credit  unions, 
and  the  like.  Here  again,  the  essential  tax  principles  previously 
discussed  are  fully  applicable  despite  surface  differences  in  actual 
methods  of  operation  and  organization.  Unlike  the  urban  purchasing 
group,  most  of  these  miscellaneous  orgr^nizations  are  specifically 
exen^jt  under  some  subsection  of  section  101  of  the  Internal  Revenue 
Code.  V/here  the  organization  makes  a  payment  to  members  or  patrons 
analogous  to  the  patronage  dividends  of  marketing  or  purchasing 
associations,  the  tax  treatment  is  approximately  the  same*   That  is, 
refunds  to  business  units  enter  into  taxable  income  directly  or 
indirectlyp  but  refunds  to  non-business  units  are  not  taxable©  The 
follov/ing  table  shows  the  number,  membership^  business  volume  (where 
available)  and  tax  status  of  the  miscellaneous  organizations  considered 
as  cooperatives  in  official  statistical  sources.  The  table  does  not 
include  the  many  organizations  formed  on  cooperative  principles  by 
business  firms  for  the  purpose  of  procurr^rient,  wholesaling,  and  tho  like, 
which  are  not  included  in  the  ordinal y  usage  of  the  term  "cooperative". 
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APPENDIX  C 


Relative  Growth  of  Cooperative  Marketing 
and  Purchasing  Associations,  1935-1943 


I,  Relative  growth  in  cooperative  marketing 

In  the  case  of  marketing,. the  relative  growth  on  the  part  of 
cooperatives  can  be  shown  by  comparing  changes  in  an  index  of  the-, 
volume  of  cooperative  marketing  with  changes • in  an  index  of  total 

farm  cash  receipts  from  marketing*  Table  3  shows  indexes  of       

cooperative  and  of  total  marketing  with  the  years  1935  to  1939  as 
a  base.  An  index  of  relative  grov;th  of  cooperative  marketing^ 
obtained  by  dividing  the  cooperative  Index  by  the  corresponding 
total  index,  is  shown  in  column  (s).  l/     if  cooperatives  had  main- 
tained exactly  the  same  share  of  the  market  in  each  year^.this 
series  v/ould  always  have  a  value  of  100,  In  years  v/hen  the  index 
of  relative  growth  is  greater  than  100,  cooperatives  handled  a 
larger  share  of  "tiie  market  than  in  1935-39 •  In  yeare  when  the 
index  of  relative  growth  is  less  than  100,  cooperatives  handled  a 
smaller  share  of  the   market  tho.n  in  1935-39. 

On  the  basis  of  index  of  relative  growth  it  appears  that  there 
has  been  no  marked  tendency  in  recent  years  for  cooperative  marketing 
associations  to  take  ov3r  a  larger  share  of  the  total  marketing  business 
at  the  farm  level.  2/  From  1936  to  1941  the  trend  was  slightly  downward, 
In  1941,  1942,  and  1943,  moreover,  cooperative  marketing  v;as  actually 
less  than  in  the  base  period  and  did  not  roach  base  period  levels  until 
1944. 


l/  The  relative  growth  of  cooperative  marketing  may  also  be  measured 
by  adjusting  (deflating)  the  index  of  cooperative  marketing  by 
(l)  changes  in  the  prices  of  farm  products  and  (2)  changes  in  the 
physical  volume  of  farm  products  marketed.  Computations  of  this 
sort  were  made  based  on  the  published  index  of  prices  received  by 
farmers  and  the  index  of  agricultural  production.  Although  the 
data  have  certain  rather  serious  limitations  for  this  use,  it  is 
significant  that  the  results  obtained  were  substantially  similar 
to  those  obtained  from  adjusting  by  cash  receipts. 


2/     It 


is   interesting   to  note  that  tlie  Canadian  Royal  Commission  inves- 


tigating    cooperatives  came  to   tlic  same  conclusion  vdth  respect 
to  the   recent  growth  of  Canadian  marketing  associations,   see 
Report  of  the  Royal  Commission  on  Cooperatives,  Ottav/a,   1945, 
Appendix  A.     The  CoLimission  also  studied  the  grov/th  in  terms   of 
individual  commodities  and  found  some  areas   of  increase  and 
decrease.     It  was  not  possible  to  make  a  similar  commodity-by- 
ooriinodity  analysis   of  American  cooperative  activity  for  this 
memorandum,  however,  because  of  insufficient  data. 


%'^.  '»^' 


Table  3 
Relcitive  Grovrfch  of  Cooperative  laarketlng,  1930-1944 
(Base  all  indexes,   1936-39) 


ill 


Year 


Index  of  coopera- 
tive farm 

marketing 


(2) 

Index  of  total 
cash  receipts 
from  farm 
marketing 


(3) 

Index  of  relative 
growth  of  coopera- 
tive marketing 
(Col,  1  1   Coi.2) 


1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 


126 

100 

69 

70 

77 

88 

108 

113 

97 

94 

106 

129 

174 

239 

262 


113 

80 

59 

67 

79 

89 

105 

111 

96 

99 

105 

140 

192 

243 

248 


112 

125 

117 

104 

97 

99 

103 

102 

101 

95 

100 

92 

91 

98 

106 


Treasury  Department,  Division  of  Tax  Research 

Source:  U.S.  Department  of  Agriculture:  Farm  Credit  Administration 
and  Bureau  of  Agricultural  Economics, 
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II •  Relative  growth  of  cooporative  purchasing 

Table  4  '^ hows  indexes  of  cooperative  purchasing  and  of  total 
farm  expenditures  on  feed,  fertilizer,  and  the  operation  of  motor 
vehicles.  Column  (3)  shows  an  index  of  relative  growth  of  cooperative 
purchasing,  obtained  by  dividing  the  cooperati-^e  index  by  the  total 
index* 

It  is  evident  that,  there,  has  been  a  substantial  grovrth  in  the 
relative  importance  of  cooperative  farm  purchasing  since  1930.  The 
most  rapid  relative  growth  occurred,  hov/ever,  during  the  period  1930-38, 
when  tax  rates  were  considerably  lower  than  in  later  years.  Since  1938^ 
thQr.o  has  been  no  clear  trend* 

III.  Sources  of  data  and  their  limitations 


The  value  of  products  marketed  by  cooperatives  (valued  at  the 
farm  level)  is  closely  approximated  by  the  series  on  the  dollar 
volume  of  business  of  cooperatives  computed  by  the  Farm  Credit 
Administration.  This,  however,  is  not  altogether  true  in  the  case 
of  processed  products,  which  include  the  value  of  the  raw  product 
to  the  producer,  tog«?ther  v/ith  handling  and  processing  expenses. 
Limited  amounts  of  service  charges  at  terminal  markets  are  included 
in  some  instances.  The  Fann  Credit  Admin  is  t  re.  t  ion  estimates  arc 
based  on  financial  statements  and  other  reports  from  associations. 
Duplications  resulting  from  interorganization  turnover  are  eliminated 
in  so  far  as  possible.  Inclusion  of  such  handling  and  processing 
expenses,  hov/over,  iir5)airs  the  usefulness  of  the  index  only  to  the 
extent  that  there  has  been  a  significant  change  in  the  relative 
importance  of  these  expenses.  Total  farm  sale  proceeds  may  be 
represented  by  the  series  on  cash  receipts  from  farm  marketings,    ' 
compiled  by  the  Bureau  of  Agricultural  Economics, 

There  are,  hov/ever,  certain  limitations  of  these  data  when  used 
for  the  purposes  of  measuring  relative  growth  of  cooperatives.  In 
the  first  place,  the  results  apply  to  cooperatives  as  e  whole  v/hereas 
ideally  it  v/ould  also  be  advisable  to  have  data  on  the  basis  of 
individual  comrriodities  (and  even  on  various  regions  so  that  any 
specific  area  of  rapid  growth  or  decline  could  be  distinguished). 
In  the  second  place,  the  tv;o  primary"-  series  are  not  strictly  comparable. 
The  cash  marketing  series  reflects  the  influence  of  a  niimber  of  commod- 
ities, notably  hay,  not  handled  to  any  extent  by  cooperatives.  Moreover, 
the  bulk  of  cooperative  marketing  is  concentrated  in  a  relatively  few 
commodities,  some  of  which  are  less  heavily  v/cighted  proportionately  in 
the  cash  receipts  index.  Nevertheless,  for  a  study  such  as  this  one, 
where  the  interest  is  primarily  in  broad  trends,  it  is  believed  that 
sufficiently  reliable  results  can  be  obtained. 
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Table  3 
Relative  Grovrfch  of  Cooperative  Baarketing,  1930-1944 
(Base  all  indexes,   1935-39) 


111 


(2) 


Year 


Index  of  coopera- 
tive farm 
marketing 


Index  of  total 
cash  receipts 
from  farm 
marketing 


(3) 

Index  of  relative 

growth  of  coopera- 
tive marketing 
(Col.  1  4  Coi.2) 


1930 
1931 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 
1943 
1944 


126 

100 

69 

70 

77 

88 

108 

113 

97 

94 

106 

129 

174 

239 

262 


113 

80 

59 

67 

79 

89 

105 

111 

96 

99 

105 

140 

192 

243 

248 


112 

125 

117 

104 

97 

99 

103 

102 

101 

95 

100 

92 

91 

98 

106 


Treasury  Department,  Division  of  Tax  Research 

Source:  U.S.  Department  of  Agriculture:  Farm  Credit  Administration 
and  Bureau  of  Agricultural  Economics, 
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II •  Relative  growth  of  cooperative  purchasing 

Table  4  "'hows  indexes  of  cooperative  purchasing  and  of  total 
farm  expenditures  on  feed,  fertilizer,  and  the  operation  of  motor 
vehicles.  Column  (3)  shows  an  index  of  relative  grovjth  of  cooperative 
purchasing,  obtained  by  dividing  the  cooperati'\>"e  index  by  the  total 
index. 

It  is  evident  that. there,  has  been  a  substantial  growth  in  the 
relative  importance  of  cooperative  farm  purchasing  since  1930.  The 
most  rapid  relative  growth  occurred,  hov/ever,  during  the  period  1930-38, 
when  tax  rates  were  considerably  lower  than  in  later  years.  Since  1938^ 
there  has  been  no  clear  trend!. 

III.  Sources  of  data  and  their  limitations 


The  value  of  products  marketed  by  cooperatives  (valued  at  the 
farm  level)  is  closely  approximated  by  the  series  on  the  dollar 
volume  of  business  of  cooperatives  computed  by  the  Farm  Credit 
Administration.  This,  however,  is  not  altogether  true  in  the  case 
of  processed  products,  which  include  the  value  of  the  raw  product 
to  the  producer,  tog'?ther  v/ith  handling  and  processing  expenses. 
Limited  amounts  of  service  charges  at  terminal  markets  are  included 
in  some  instances.  The  Farm  Credit  Administr.':. tion  estimates  are 
based  on  financial  statements  and  otlier  reports  from  associations. 
Duplications  resulting  from  interorganization  turnover  are  eliminated 
in  so  far  as  possible.  Inclusion  of  such  handling  and  processing 
expenses,  hov/cver,  impairs  the  usefulness  of  the  index  only  to  the 
extent  that  there  has  been  a  significant  change  in  the  relative 
importance  of  these  expenses.  Total  farm  sale  proceeds  may  be 
represented  by  the  series  on  cash  receipts  from  farm  marketings, 
compiled  by  the  Bureau  of  Agricultural  Economics. 

There  are,  however,  certain  limitations  of  these  data  when  used 
for  the  purposes  of  measuring  relative  growth  of  cooperatives.  In 
the  first  place,  the  results  apply  to  cooperatives  as  a  whole  whereas 
ideally  it  v/ould  also  be  advisable  to  have  data  on  the  basis  of 
individual  comraodities  (and  even  on  various  regions  so  that  any 
specific  area  of  rapid  growth  or  decline  could  be 'distinguished). 
In  the  second  place,  the  two  primarj'-  series  are  not  strictly  comparable. 
The  cash  marketing  series  reflects  the  influence  of  a  number  of  commod- 
ities, notably  hay,  not  handled  to  any  extent  by  cooperatives.  Moreover, 
the  bulk  of  cooperative  marketing  is  concentrated  in  a  relatively  few 
commodities,  some  of  which  are  less  heavily  weighted  proportionately  in 
the  cash  receipts  index.  Nevertheless,  for  a  study  such  as  this  one, 
where  the  interest  is  primarily  in  broad  trends,  it  is  believed  that 
sufficiently  reliable  results  can  be  obtained. 


iimiA 
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•  *■-•■     ..  Table  J;    1  . 

Relative  Growth  of -Cooperative .Parchasing,  1930-19^4^ 

(Base  all  indexes,  1935-39)  •• 


(1) 


(2) 


(3) 


t 

I   Index  of  farm 

expendl- 

;  Inde:^ 

of  relative 

Year 

\.     Index  of  coopera- 

:   tureS 

on  feed 

,  ferti- 

:  growth  of  coopera- 

!   tive  farm 

:   lizer. 

and  op 

eration 

:   tive 

purchasing 

:   pur chasing 

:  .  of  mot 

or  vehi 

llU 
77 

cleS  1/ 

S   (Col 

.  1  1  Ccl.2) 

1930 
1931 

.  g 

-H9 
61 

1932 

37 

62 

• 

60 

1933 

39 

67 

^ 

193^ 

l4g 

80 

60 

1935 

S2 

» 

82 

100 

1936 

gl 

102 

79 

1937 

111+ 

113 

• 

101 

193s 

108 

9^ 

115 

•  1939 

115 

109 

106 

19^ 

117 

119 

92 

19i^l  • 

155 

• 

1U5 

107 

19U2 

19^ 

187  •■ 

lOU 

19U3 

262 

2U1 

. 

109 

19UU 

28U 

2I+U 

to 

116 

Treasury  Department,  Division  of  Tax  Research 

Source:  U.S.  Department  of  Agriculture:  Farm  Credit  Administration 
and  Bureau  of  Agricult'jiral  Economics 

1/  Operation  of  motor  vehicles  includes  expenditures  for  gasoline, 
oil,  tires,  and  labor  for  repairing  tractors,  and  gasoline,  oil, 
tires,  and  replacement  parts,  labor  for  repairs,  registration 
fees  and  insurances  for  automobiles  and  trucks.  Only  UO  percent 
of  the  total  operating  costs  of  automobiles  is  included  as  a 
production  e:cpense.  > 


[-'■U^Kli 
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Another  difficulty  arises  from  the  fact  thr.t  the  dcita  conpilcd 
by  the  Farm  Credit  AdrAnistration  are  presented  in  terns  of  narkoting 
seasoiiS  which  spread  over  portions  of  two  years,  whereas  the  cash 
receipts  totals  are  on  a  calendar  year  basis.  For  purposes  of  this 
appendix,  the  first  year  of  a  given  marketing  season  has  been  taken 
as  the  link  to  the  other  series  (i.e^,  inarketing  season  1943-44 
.corresponds  to  calendar  year  1943 )•  1/ 

ideasurcment  of  the  relative  growth  in  cooperative  purchasing  at 
the  farm  level  also  involves  certain  difficulties*  There- is  no  series 
en  the  total  volume  of  farm  purchases.  It  is  knov.n,  however,  that  the 
principal  products  handled  by  cooperatives  are  feed,  fertilizer,  and 
gasoline,  oil  and  other  automotive  supplies.  2/  Annual  totals  of  farm 
•  expenditures  on  these  items  are  published  by  the  Department  of  Agriculture, 

TJhile  an  index  based  on  these  totals  is  perhaps  the  best  avrdlable, 
it  obviously  suffers  from  a  very  serious  limitation,  arising  out  of  its 
'  implicit  overv/eighting  of  feed  and  underweighting  of  gasoline,  oil,  etc., 
as  compared  with  the  index  of  cooperative  purchasing.  3/-  Since  changes 
in  the  value  of  feed  expenditures  by  farmers  wore  substantial,  the  effect 
may  be  to  understate  rjiy  uptrend  in  the  adjusted  index.  4^ 


\7     There  is  less  error  in  this  procedure  than  in  the  opposite  approach 
since  about  90  percent  of  the  returns  submitted  to  the  F.-C.A.  are 
on  a  calendar  rather  than  fiscal  year  basis. 

2/  In  1936,  these  products  accounted  for  about  60  percent  of  total 
purchasing  by  all  cooperatives  (Statistical  Handbook  of  Farmers' 
Cooperatives,  p.  94).  A  study  of  16  large  regional  cooperatives 
in  1944  showed  that  the  proportion  for  these  organizations  v;as 
nearly  85  percent,  but  recent  figures  reflect  wartime  shortages 
of  miiny  other  items  customarily  handled  by  cocperatives* 

3/  Moreover,  the  data  on  expenditures  for  the  operation  of  motor 
vehicles  are  not  strictly  comparable  with  cooperative  purchase 
of  motor  vehicle  supplies.-  The  former  includes  such  things  as 
cost  of  registration,  insurance  expenses  and  labor  for  repairs. 
In  addition,  only  40  percent  of  the  cost  of  operating  automobiles 
is  included. 

4/  On  the  other  hand,  construction  ^f  an  aggregate  index  for  feed, 

gas  and  oil,  and  fertilizer  with  weights  of  5,  3,  and  1,  respectively, 
and  4,  2,  and  1,  did  not  produce  noticeably  different 'results. 


•"''i;l' 
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f.  :  APPEMDIX  D 

Recent  Expansion  of  Cooperative  li^nufacturing 


Estimates  of  the  nuirief-  and   tj^es  of  productive  plants   operated 
"by  farm  cooperatives  are  shoTm.  in  Tables  5  and  6   of  this   appendix. 

It  can  he  seen  from  Table  5  that  marketing  cooperatives   operated 
about  2,800  plants   in  1943,   of  v/hich  nearly  three-fourths  were  engaged 
in  processing  milk  into  butter,  cheese,   and  dry  s^cim  milk.     With  the 
exception  of'  dry  skim  milk,   this  productive  capacity  is   of  long  standing, 
and  the  proportion  of  butter  and  cheese  manufactured  cooperatively  has 
not   increased  in  recent  years.     In  fact,   it  is  of  interest  that  during 
the:  war  some  of  the  large  cominercial    cheese  companies  bought  out  many 
local  cooperative  cheese  factories.     It  is  also  significant  that  studies 
have  disclosed  a  trend   in  the  dairy  industry''"  to  larger  scale  units,  a 
trend  in  which  cooperatives  have  been  lagging  behind   the  rest  of  the 
industry'-,  l/        . 

The  only  o-tiier  areas  v;here  there  are   substr-htial  number  of 
cooperc.tive  plants  processing  farm  products  are   in  cotton  ginning  and 
canned  fruits  and  vegetables*     With  respect  to   the  former,   it  is   to  be 
noted   that  most  of  this   expansion  took  place  during  the  period  1930  to 
1940,     There  was  considerable  expansion  in  cooperative  canning  during 
the  Yra.r  as  a   result  of  the   tremendous  deinond   for  food   and   the  efforts 
of  the  GovernjTient   to  increase   the  production  of  carjied  foods.     Cooper- 
atives appear  to  hi^ive  handled  increasing  proportions   in  most  products, 
but  the  proportion  of  the   total  pack  handled  by  cooperatives   is   still 
verj'  small.     Only  in  canned  berries,  cherries,  pears,  and  citrus  fruit 
juices  do  cooperatives  handle  as  much  as   10  percent  of  the  pack.      In 
some  of  the  most  important  canning  products,   such  as  peas,  tomatoes. 


and  com,  they 


.ccount  for  only  1  to  3  percent 


of  totcl  production. 


Table  6  shows  the  number  of  plants  operated  by  farmers*  purchasing 
cooperatives  in  1943.  The  three  numerically  lo.rgest  group  of  plc;.nts, 
grinding  mills,  oil  wells,  and  repair  shops,  are,  of  course,  not  manu- 
facturing operations  in  the  strict  sense  of  the-  term.  Exclusive  of 
these  groups,  the  principal  areas  of  coop*erative  manufacturing  are 
fertilizer,  feed,  and  petroleum  refining  and  blending.  This  is  to  be 
expected,  cf  course,  since  these  itoias  represent  the  principal  operating 
expt;nses  of  farmers  c^nd  since  cash  expenditures  for  these  items  by 
farmers  have  been  increasing  steadily  in  importance. 

1/  D.  E.  Kirsch,  Farmers^  Cooperatives  and  the  Trend  Toward  Lr-rge~ 
Scale  Dairy  Plants,  Department  of  Agriculture,  Farm  Credit 
Administration,  Cooperative  Research  and  Service  Division, 
Miscellaneous  Report  No.  80. 
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Tablo  5 


Coopora  "ve  Plrjits  for  .Processing  Fai*m  Products- 
December  31,  1943 


Type  of  plar.t 


1 •  Creameries 

Cm     Cheese  factories 

3*  Cotton  gins 

4«     Carineries,   dv-shydr'j.tir.g  plants 

(fruits  and  vegetables) 
5*     Dehydrating  plants   (milk) 

6.  Flour  and  cereal  mills 

7.  Yiincrios 

8.  Sug  ir  mills  and  honey  plants 
9»  Nut  processing  and  pr^.ckr.ging 

plants 
10.  All  other  ' 

Total 


Number     ':   Percent  of  total 

of  :   cooperative  product 

plants      :   procossin-^  plants 


1,353 

531 

407 

190 

172 

18 

16 

16 

14 

44 

2,761 


49^0 
19  . 
15 

7 
6 
1 
i 

1 

1 

2_ 

100,^ 


* 


Treasury  Department,  Division  of  Tax  Research 

Source:  •  "Trends-  in  Farmer  CooperationpV  News  for  Farmer  Cooperatives 
(U.S.  Department  of  Agriculture,  Farm  Credit  Administration j, 
February*  1944. 
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Recent  Expansipn  of  Cooperative  Manufacturing 


Estimates  of  the  number-  and  tyipes   of  productive  plants  operated 
by  fB.rm.  cooperatives  are  sho-vm.  in  Tables  5  ^^^   6  of  this  appendix. 

It  can  be^  seen  from  Table  5  that  inarketing  cooperatives  operated 
about  2,800  plants  in  1943,  of  which  nearly  three-fourths  were  engaged 
in  processing  milk  into  butter,  cheese,  and  dry  s^<:iiii  milk.  With  the 
exception  of*  dry  skim  niilk,  this  productive  capacity  is  of  long  standing, 
and  the  proportion  oif  tutter  and  cheese  manufactured  cooperatively  has 
not  increased  in  recent  years.  In  fact,  it  is  of  interest  that  during 
the: war  some  of  the  large  coniinercial  cheese  companies  bought  out  many 
local  cooperative  cheese  factories.  It  is  also  significant  that  studies 
have  disclosed  a  trend  in  the  dairy  industry"  to:  larger  scale  units,  a 
trend  in  which  cooperatives  have  been  lagging  behind  the  rest  of  the 
industry'-.  \J        ■ 

The  only  other  areas  v.'here  there  are  substr.ntial  number  of 
cooperc.tive  plants  processing  farm  products  are  in  cotton  ginning  and 
canned  fruits  and  vegetables*  With  respect  to  the  former,  it  is  to  be 
noted  that  most  of  this  expansion  took  place  during  the  period  1930  to 
1940,  There  was  considerable  expansion  in  cooperative  canning  during 
the  war  as  a  result  of  the  tremendous  demand  for  food  and  the  efforts 
of  the  GoverniTient  to  increase  the  production  of  carjied  foods.  Cooper- 
atives appear  to  have  handled  increasing  proportions  in  most  products, 
but  the  proportion  of  the  total  pack  handled  by  cooperatives  is  still 
very  small.  Only  in  canned  berries,  cherries,  pears,  and  citrus  fruit 
juices  do  cooperatives  handle  as  much  as  10  percent  of  the  pack.   In 
some  of  the  most  important  canning  products,  such  as  peas,  tome. toes, 
and  com,  they  r.ccount  for  only  1  to  3  percent  of  total  production. 

Table  6  shows  the  number  of  plants  operated  by  farmers*  purchasing 
cooperatives  in  1943.  The  three  numerically  Ir^.rgest  group  of  plants, 
grinding  mills,  oil  wells,  and  repair  shops,  are,  of  course,  not  manu- 
facturing operations  in  the  strict  sense  of  ths-  term.  Exclusive  of 
these  groups,  the  principal  areas  of  coop'erative  manufacturing  are 
fertilizer,,  feed,  and  petroleum  refining  and  blending.  This  is  to  be 
expected,  cf  course,  since  these  items  represt;nt  the  principal  operating 
expenses  of  farmers  and  since  cash  expenditures  for  these  items  by 
farmers  have  been  increasing  steadily  in  importance. 

1/  D.  E.  Hirsch,  Farmers*  Cooperatives  and  the  Trend  Toward  Large- 
Seal  e  Dairy  Plants,  Department  of  Agriculture,  Farm  Credit 
Administration,  Cooperative  Research  and  Service  Division, 
Miscellaneous  Report  No.  80. 


Tablo  5 


Coopora  ■'ve  Plants  for  .Processing  Fai*m  Products- 
December  33f,  1943 


Type  of  plant 


1 
4. 


1 .  Creameries 

Lm     Cheese  factories 

Cotton  gins 

Canneries,  dv^hydratir.g  plants 
(fruits  and  vegetables) 
5«  Dehydrating  plants  (milk) 
6.  Flour  and  cereal  mills 

Wineries 

Sug  ir  mills  and  honoy  plants 

Nut  processing  and  packaging 
plants 

All  other 


7. 
8. 
9. 


10. 


Number' 

':   Percent  of  to- 

l:al 

of 

:   cooperative  p] 

rcduct 

plants 

:   processing  plants 

1,353 

49^0 

■ 

531 

19 

407 

15 

' 

190 

7 

'• 

172 

6 

# 

18 

1 

h 

16 

1 

15 

1.    • 

m 

14 

1 

*. 

44 

2  •    • 

Total 


2,761 


100;^ 


Treasuiy  Department,  Division  of  Tax  Research 
S 


ource:  •  "Trends-  in  Farmer  Coopcrationp"  Ne\7s  for  Farmer  Cooperatives 
(U.S.  Department  of  Agriculture,  Farm  Credit  Administration^, 
February  1944. 
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TciblG    6 


Cooperfitive  Plants  for  Farm  Supply  Roquirements, 

December  1,   1943 


:  Number 

:  Percent  of 

total 

Type  of  plant 

:    of 

:  cooperative 

farm 

:  plants 

J  supply  plan 
GCffo 

its 

1. 

Farmers*  elevators  grinding  feed 

1,000 

•  .  - 

2. 

Oil  wells 

350 

21 

3. 

Machir:e  repair  shops 

100 

6 

4. 

Feed  ndlls 

57 

3 

• 

5. 

Fertilizer  plants 

40 

2 

* 

6. 

Seed  cleaning  plants 

.  40 

2 

• 

7. 

Chick  hcitcherics 

52 

2 

8. 

Lubricating  oil  and  grease 

» 

compounding  plants 

11 

1 

. 

9. 

Refinories 

■■■,■      9 

1 

10. 

Savmiills 

8 

1 

11. 

Farm  machinery  plants 

7 

♦ 

12* 

Insecticide  plants 

6 

*  . 

■ 

13. 

Paint  factories 

5 

♦ 

14, 

Serum  laboratories 

4 

♦ 

I 
t' 


Total 


1,670 


100^ 


Treasury  Department,  Division  of  Tax  Research 

Source:   "Trends  in  Farmer  Cooperation,"  News  for  Fannrr  Cooperatives 
(U.S.  Department  of  Agriculture,  Farm.  Credit  AdministrationT, 
February  1944^  p.  4. 

*  Less  than  0,5  percent 


I 


A  study  by  the  Farm  Credit  Administration  of  cooperative 
fertilizer  production  shows  that  cooperatives  made  iri^ortant  . 
relative  gains  in  the  period  igS'S-igsg  .to  l'942-1943,  l/  However, 
this  study  disclosed  that  the. greatest  relative  advance  was  made 
between  1938-1939  and  1940-1941.  The  imposition  of  fertilizer 
controls  in  1942-1943  drastically  slowed  the  prewar  expansion  trend 
of  cooperatives,  lloreover,  despite  their  substantial  gains,  cooperatives 
still  accounted  for  only  about  io  percent  of  total  production,  Z/ 

No  comprehensive  official  studies  have  been  .made  of  cooperative 
activity  in  feed  and  petroleum  refining.  It  is  known,  hov/ever,  that  . 
the  bulk  of  present  feed  .capacity  is  of  long  standing,  with  most  of 
present  facilities  constructed  or  acquired  before  the  high-tax  period. .. 
On  the  other  hand,  expansiori  of  cooperatives  into  basic  petroleum 
;productiOn  refining  is  a  recent  development  on  the  part  of  som^e  regional 
"cooperatives.  Despite  a  very  substantial  growth,  however,  the  value  of 
refined  petroleum  products  .produced  b^  cooperatives  was  still  only  about 
|20  million  in  1944.  3/   • 

On  tho  basis  of  this  brief  s,ummary  of  the  extent  of  cooperative 
manufacturing,  it  is  possible,  to  draiv  certain  conclusions  with  respect  " 
to  the  significance  of  these  activities  for  tax  policy  toward  cooperatives. 

(1)  The  number  of  true  manufacturing  plants  OT.Tied  by  cooperatives" 
is  still  very  small. 

(2)  Cooperative  manufacturing  is  economically  significant  only  in 

a  very  few  ai-eas;  even  in  these  fields  (with  tho  exception  of  dairy  products) 
the  production  of  cooperatives  is  small  as  compared  to  the  total  production 
and  probably  even  with  the  total  amount  of  production  handled  by.  cooperatives. 

(3)  A  very  substantial  percentage  of  existing  cooperative  plants  were 
built  or  acquired  before  the  high  tax  period.  All  recent  growth,  therefore, 
must  be  considered  as  representing  to  -some  extent  merely  a  continuation  of 
normal  trends.  Abreover,  some  ground  recently  gained  by  cooperatives  is 
attributable  to  purely  wartime  influences  and  may  v/ell  be  lost  in  the 
postwar  period. 


17  Josooh  G.  linappj^  The  ?laco  of  Cooporati\7-es  in  the  Fertilizer  Industry 
1  Preliminary  Report),  Department  of  Agriculture,  Farm  Credit  AdminiS'- 
tration.  Cooperative  Research  and  Service  Division^  Mscell'aneous 
Report  Kb.  85.  -     •  • 

2^     It  is  believed  that  further  expansion  in  fertilizer  may  be  anticipated 
because  such  a  large  proportion-  of*  all  fertilizer  used  is  consumed  in 
the  South,  and  this  region  historically  has  lagged  behind  the  rest  of 
the  coimtry  in  cooperative  development. 

3/  See  "Operation  of  Consumers*  Cooperatives  in  1944,"  U.S.  Department 
of  Labor,  Bureau  of  Labor  Statistics,  Bulletin  No^  843,  p.  16.  - 
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iPPElIDIX  B 


Distrithition  of  HctMrns  of  Tax-Excnpt  learners*' Cooperative 

Mr.rl'etinfi:  and  P^irchasinc  Associations  "by  Size  oif  Gross 

Inconc  and  Ecccipts  and  by  Size  of  Total  Assets, 


This  appendix  shows  available   inforn<ation  on  the   size  distrib^rtion 
of  tax-exc:pt  frxncrs'    cooperative  nr.rketintT  and  ^^irchasinc  associations. 
It  is  based  on  tab>ilations  of  info  mat  i  on  _  fro  n  ^,357  "rctnms  of  aich 
or.^anizations  filed  on  Forn  99O  for  the   calendar  ycrx  19^3  or  for  fiscal 
yenrs  bee^lnninr;  in, 19^-3,     These  ^,397  ret'ims  inclnde  all  returns 
received  in  the  Bireav  of  Internal  Hcvenno  throii.-^  December  3I,   19^» 
They  do  not  incin.de  the  1,198  returns  of  t.iz-oxenpt  farners''    cooperative 
narketiH:-  and  pnrchasint:  associations  received  in  the  B'-rean  of  Internal 
Revenue  betv/een  December  3I,   I9U4  axiC  September  1,  19^5»     A'nong  these 
latter  rct-irns  only  those  of  ori^-anizations  with  total  ,:ross  income  and.  .  ' 
receipts  in  excess  of  $50,000  were  tabulated  by  size  j-rro-nps,   and  they 
are  not  incl^->ded  in  the  tables  in  this  appendix.     Information  drawn 
from  the  returns  of  tax-exe:.pt  farmers'    cooperatives  and  other  tax- 
exe:-ipt  or^'anizations  was  p'-'blished  by  the  Treas'iry  Dcpartrient, 
November  1,   19^5,   as  a  Si-oplement   to   Statistics  of  Income  for  19^3> 
Part  2. 

Tabic  7  shows   a  distribution  of  U, 397  rot-irns  of  tax-exempt 
farmers'    cooperative  marketinf'^  and  p-rch<asinr^  associations  by  size 
of  ;^;ross  income  and  receipts  for  19^3* 

Table  S  shows  a  distrib-^tion  of  tiie  rotnrns  of  2,909  tax-exeript 
farmers'    cooperative  marketinr;^  and  pirrchasinc  associ^.tions,  which 
filed  bwnlrjice  sheets,  by  size  of  total  assets  for  19^-r3» 

Tables  7  rjid  S  inc'j.cate  that,  althov^h  the  j;:reat  majority  of  tax-" 
exempt  farmers'    cooperatives  arc  comparatively  small  orr;anizations,  a  1, 
lar^^e  portion  of  the  business  done  "oy  tax-exempt  coopej  -.tives  and  of  .... 
the  assets  held  by  S'ich  or^^anizations  is  in  the  hands  of  the  relatively 
few  Larj:^e  organizations.     A  sir.ilr.r   sit-<^ation  exists  in  the   case  of 
ordinary  corporr.tions.  ■•  ^  •;**     '•■ 

In  n sine  the  dcatfc  presented  in  Tables  7  cud' g,   it  shon.ld  be 
remembered  that  if  is  impossible  to   sriy  hov;  complete  their  coverage 
is,     Althongh  it  is  believed  th^at  most  or.^anizations  req^iired  to  \ 

file  nn  inform^ation  return  did  so,   it  is  not  possible  at  this  tim.o. 
to  determine  exactly  how  many  cooperatives  may  have  failed  to  file 


i 
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a  return  for  19U^3«     Pn.rthemore^  it  is  not  certain  how  the  distri- 
biTtlons  shown  in  fables  7  ^nd.  S  wonld  have  been  affected  if  it  had 
been  possible  to  inclnde  returns  not  received  in  the  B»\reaa  of 
Internal  Revemio  nntil  after  December  3I,  19^^*-,     Pinally,  it  is  not 
!aiown  whether  the  sijze  distribntibn.  oS  taxable  farners'   cooperatives 
differs  significantly  from  that  of  the  tax-exeir^pt  organizations^     It 
has  not  been  possible  to  separate  the  tax  returns  of  taxable  farn 
cooperatives  from  those  of  ordinary  corporations^  .. 
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